DocuMsmr resume 



ED 252 719 



TITLE 



irSTITUTIOH 



PUB DATE 
NOTE 

AVAILABLE FROM 

PUB TYPE 

EDRS l>RICE 
DESCRIPTORS 



identifier; 



CE 040 548 

Designing a Retirement Systen for Federal Workers 
Covered by Social Security. 

Congress of the U. S., Washington, D. C. House 

C Ittee on Post Office and Civil Service.; Library 

oi mgress, Washington, D.C. Congressional Research 

Service. 

Dec M 

361p. 

Superintendent of Docuaients, U.S. Governaent Printing 
Office, Washington, DC 20402. 
Legal/Legislative/Regulatory Materials (090) 

MF01/PC15 Plus Postage. 

Conparative Analysis; Cost Effectiveness; *EnployBient 
Practices; Feasibility Studies; *Federal Governoient; 
*Finance R^fona; Financial Support; ^Governaent 
Employees; Models; Policy Formation; Program Costs; 
Program Design; Public Policy; ^Retirement 
Benefits 

*Civil Service Retirement System; Congress 98th; 
Private Sector; ^Social Security 



ABSTRACT 

A Study examined principal cost and benefit issues to 
be resolved in designing a new retirement system for Federal workers 
covered by Social Security. The new Federal system would be built on 
the base of Social Security and would take into account the Social 
Security program's taxes and benefits. The current Civil Service 
Retirement System (CSRS) was analyzed and was fotind to cost more than 
representative private sector pcsnsion plans (Social Security plus a 
pension plan), largely because the CSiiS is tied to the consumer price 
index and because Federal employees can retire With immediate and 
unreduced benefits at age 55 provided they have accrued 30 years of 
service. Five alternative retirement plans were formulated and 
analyzed. It was determined that if cost-of-living adjustments and 
the retirement agp provisions of the CSRS are replicated, benefits at 
retirement under the proposed systems would be smaller than at 
present. However, new Federal ancillary benefits could be higher, at 
least initially, particularly if employees participated in capital 
accumulation plans. The higher benefits would regui/e a higher 
employee cost than the current system. (This report includes numerous 
tables and figures and appendixes on public and private sector 
retirement practices, financing the CSRS, and cost and replacement 
rate models and results.) (MN) . 
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FOREWORD 



The study "Designing a Res^tireroent System for Federal Workers 
Covered by Social Security" reprinted here was prepared for the 
Committee on Post Office and Civil Service by the Congressional 
Research Service. The data, views, and findings contained in the 
report are those of the authors and should not be viewed as those 
of the Committee or any of its Members. This report is another of 
the sever£t/ steps the Committee will take as it considers the devel- 
opment of a supplemental retirement system for those Federal em- 
ployees covered by social security. 
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LETTER OF TRANSMITTAL 



CONGSESSIONAL RSSKASCH SkRVICK, 

Thk UbRABY or CONGSBSS, 

Washington, DC, December If, 1984. 

Hon. WiLUAM D. Ford, 

Chairman, Committee m Post Office and Civil Service, 
House of Rejvvsentatives, Washmgton, DC 

Drab Mr- Ciiairman: Two years ago you requested the Congres- 
sional Res^irch Service to assti^ your committ^ in analvzing the 
issues in ckfiigning a new retirement i^3nBtero for Federal workers 
covered by social security. Your letter stated, "The Committee will 
want to consider a range of options and asks CRS to assist in their 
analysis, providing data on costs and wage replacement rat^ as 
well as generalized analytical ass^tanoe.'' 

In response to your request, the service first un^rtook the con- 
siderable task of developing the capability necessary to provide a 
uniform set of facts comparing the current Civil Service Retire- 
ment System (GSRS) to practices conuiM>n in private sector and 
State government systems. With evidence upathered from this re- 
search, alternative plan dedgns were (tevelqped and compared to 
y each other aid to the current GSRS. No attempt wm made to ana- 
Hyjse' either the poUtical fe^ltity or desirability of these design 
choices. 

Over the couree of the study, CRS met frequently with Commit- 
tee staff to discuss pension <taaign issues, the methoddogy used by 
CRS in analyalng them, and the approach of the study itself. By 
employing a (insistent methodology and connstent economic and 
demographic assumptions, this report dennmstrates an ain>roach 
that can be used to compare the costs and benefits of a wide range 
of plan options. CRS constructed a flexible, computer-based, actuar- 
ial model that was used extensively in doing this study. The model 
will, we trust, be of adr*itional use to your Committee and to the 
Congress as the legislative issues of designing a new Federal retire- 
ment system are considered. 

■ Sevent^n analysts and support staff from CRS participated in 
the study. The project was managed by P. Royal Shipp. Dennis 
Snook was the principal analyst While all members of the CRS 
project team participated in important ways throughout the entire 
study, they each had specific assignments, as follows: 

— Leona Barber, executive secretary of the project 

—Michael Burke, general research distant 

—Flora Dean and Brenda Freeman, typing and editorial assist- 
ance; Arlene Skuka, Gloria Seiger and Tracy Byrd, tjnping 
assistance 

(VII) 



• VIII 

—Ken Cahill, descriptkm of Stote government pension systems, 

including costs and repUoement rates 
—Tom Gabe and Mike O'Grady, development of actuarial 

model and overall substantive participation in study method- 

—Rich Hobbie, analysis of financing and investment issues 
—Geoffrey Kollmac, analysis and description of disability pro- 

, —Carolyn Merck* analysis and description of survivor benefits 
—Mary Pilote, preparation of replacement rate graphs and 
' other figures and charts 

—Ray Schmitt, description and analy^ of the private sector 

wnsion snnst^, mcluding costs and replacement rat^ 
^P. Royal Shipp, Ovcrvtew 

—Dennis Snodk, design issues for a new retirement nrstero 
Edwin Hustead„from Hay-Huggins Co., Inc., provided actuarial 
and conceptual assistance throui^bout the study under dontract 
with gRS. Judy CahiU and Kirk Fitdihom, of Hay-Huggins, also 
assisted. 

Mary Bradford, editorial consultant, edited the report 
We are pleased to transmit this report to i u, Mr. Chaiiman, 
and trust that it will assist your committee in considering legisla- 
tion for a new Federal retirement system. 

Sincerely, ^ ^. 

GiLBKBT GuDE, Director. 
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House or Rq^rbssntativbs, 

COMMtTTKE ON POST OfTICE AND ClVlL SkBVICE, 

; Washington, DC, December II J$84. 

Mr GiuiKRT Guor, 

Director, Congressivnal Research Service^ 
l^ibrary of Congress, Washingtofk DC 

Dear Mr, Ginm: ! comin^nd you and the staff of the Congression- 
al Research Service for building the organizational capability and 
committing the resources necessary to produiSe ''Designing a Re* 
til 3ment System for Federal Workers CovereiS by Social Security/' 
This study clearly meets the goal of providing for the Congress the 
conceptual and analvtical tools necrasary to analyze the numerous 
issues involved in Uie ^velopment of a suf^lemental retirement ' 
plan. 

Your work, Innvever, does far more than just provide a frame- * 
work within which the Congress can addrras the legislative task at 
hand. Through ywir commitment to this project, Uie knowledge 
and expertise of numerous CRS analysts have been expanded and 
will be available to all Members of Congress. 

The work ycu have done thus far is of immense value to the 
Committee. The continued assistance of you and the CRS staff will 
also be invaluable. 

With kind regards, 
Sincerely, 

WiujAM D- FoRO, Chairman. 



House op Rkpresei«tativks, 

COMMITTKE ON PoST OfFICK AND CiVIL SkRVICR. 

^ Washington, IK November 18, 1981 

Mr. GiLBEBT GUD^' 

Director, Congressional R^earch Service, 
Library of Congress, Washington, DC 

. Dear Mb, Gude: A question sure to come up in the next Con- 
gress, as it has in the pai^ is whether social security coverage 
should 'be eJUfiicied to groups of employees not now covered by 
social securitsy—inclading Federal workers. [A recommendation for 
such an extension of social security is being di^ussed by the Na- 
tional Commission on Social Security Reform.] 

In the event such a propteal is seriously considered b> the House 
of Representatives, the Committee pn Post Office and Civil Service " 
will be involved in deciding the implications of such coverage for 
Federal workers and retirees, and the kind of supplemental pen- 
sion coverage that would be necessary to protect the interests of in- 
dividuals affected by such a change. 

This Committee would appreciate receiving from the Congres- 
sional Research Service (GRS) a report giving background informa- 
tion on the operations and financing of the Civil Servi(» Retire- 
ment System (C^RS) on related Federal programs, and on issues 
raised by covering Federal workers by social security. S»"ih a 
report should provide a descrif^on of the features of the current 
CSRS, together with statistical information on its costs, demo- 
graphic characteristics, and impacts on beneficiaries. Also included 
should be a disdission of the objectives of Fexkral employee com- 
' pensation policy, its impact on the composition of the Federal 
workforce, and the extent to which the CSRS serves those objec- 
tives. We expect the issue of social security coverage to be taken up 
early in the next s^i(m of Congr^ and would aw>reciat^ receiv- 
ing such a report by January 30, 1^. 

In addition, the Committee requests analytical assistance from 
CRS in developing program options which would im)toct tJw inter- 
ests of ernployees and retirees if the Congress.8eriou8ly omsiders 
covering Federal workers by social security. 'Hie Committee will 
want to consider a range of options and asks CI^ to assist in their 
analysis, providing data on costa and wage replacement rates, as 
well as generalized analytical assistance. 

We r^ize that this represents a substantial amount work for 
CRS, and would lik« to emphasize the importance of such assist- 
ance to the Committee in preparing to deal with this technical and 
controversial issue. 
Sincerely, 

WiujAM D. Ford, Chairman. 

tX) 



The Houw Post Office and Civil Service Committee, in anticipat- 
ing the possible coverage of Federal employmeni by social security, 
asked ^he Congressional Research Service (CRS) in November of 
1982, to develop information foir the committee's use as it examined 
the implications of such legislation. CRS began its response to that 
request by prepaiing a rep9rt for the committee describing the cur- 
rent Civil Service Retirement System (CSRS). That report. Back- 
ground on the Civil Service Retirement System (Committee Prin ; 
98-5), was printed for the use of the cbmmi^ee on April 20, 1983. 

In March of 1988, Congress passed the Social Security Amend- 
ments of 1983, thereby extending the tax and beheHt provisions of 
social security to all Federal employees newly hhed after Januai^ 
1, 1984 and to certain other cat^ories of workers with previous 
service. The committee then asked CRS to identify and analyze the 
issues involved in designing a new pension system for affected 
workers, so that the committee could develop and examine options. 
This report describes the flndings of CRS research and aem%;.n- 
strates a methodology that can be used to compare the costs and 
benefits under various alternative^. 

This study had two basic obi©cti"»s: First, to describe and analyxe 
the various pension practices outside the Federal Government and 
compare their costs and benefits to those of the current CSRS. This 
was accomplished by working out the details of a basic question: 
What would be the coats and benefits of plans representative of 
prevailing non-Federal practice, if those plans were applied to the 
current Federal workforce? To answer this question, the study 
team developed and analyzed cost and benefit data as if these illus- 
trative plans covered Federal workers who were retiring in the 
present. 

Second, tc c*pIor£ the wavs in which a new CSRS could be dc' 
signed for workers covered by social security. The analysis of these 
issues was guided in part by the description of non-Federal prac- 
tice, but it focused on a different question: How would benefite be 
distributed and costs affected if certain retirement provisions were 
adopted for newly hired employees retiring 40 years from now? 
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The report is organii«d so that a range of plan choices between 
the current CSRS and practices outside the Federal Government 
can be considered. A methodology was developed that compares the 
costs, benefits levels, and distributional variations of alternative de- 
signs. The repoi answers the following key questions: 

• What are the provisions of typical pension systems outside 
the Federal Government? 

• How would the costs and benefits of representative non-ted- 
eral plans compare to the costs and benefits the current 
CSRS^ 

• How would the costs' and benefits of a plan for new Feder^ 
workers be affected by variations in partifcular provisions? 

• How would various plans that illustrate the range between 
the current CSBS and common non-Federal practice compare 
to one another if they were constrained by the total cost to 
the government p( the current CSRS? 

° The report contains five chapters and four appendices: 

• Chapter i is an overview of redesign issues and a summary 
of the information and analysis found throughout the re- 
mainder of the report. , 

• Chapter 2 examines the available data on pensions in private 
employment and State governments. 

• Chapter S compares the costs and benefits oi illustrative 
plans— two private and two State— that represent a ^nthe- 
sis of the practices described in Chapter 2, ar.alvzed as if 
they had been applied to the current Federal worWorce. 

• Chapter 4 analyzes the effects on costs and benefits of van- 
ations i n pension components, as if p^ans with those compo- 
nents were applied to new employees. Components selected 
range from those of the current CSRS to ones found m em- 
ployment outside the Federal Government. 

• Chapter 5 compares five illustrative plans that wwUd cost 
the Federal Government the same as the current but 
depict a range of possibilities between the current CSRS and 
practices common to employment outside the government. 

• Appendix A provides additional infornmtion on Federal, 
State and private pensions. 

• Appendix B examines Federal financing of employee pen- 
sions and discuwes the economic and budgetary effects ot 
that financing. . 

• Appendix C describes the methodology used in the study. 

• Appendix D displays the replacement rates supporting vari- 
ous summary tables, charts and figures found throughout 
the report. 
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SUMMARY AND CONCLUSiq|S 

This study analy/as principal cost and benefit issues to be re- 
solved in designing a new retirement s^rstem for Federal workers 
covered by social security. Emjployees hired by the Federal govern- 
ment on or after January 1, 1984 (and a few other .^roall groups of 
workers) pay social security taxes and are qualifying for social se- 
curity benefits as a result of their Federal employment The new 
Federal retirement system will be built on the base of social securi- 
ty and will take into account the social security program's taxes 
and benefits. 

Private sector and State government employers have developed 
pension systems that provide benefits in addition to social security, 
and their experience guides this study's analysis throughout. 

To facilitate the analysis, the Congressional Research Service 
(CRS) developed two cmnputer-based actuarial models (1) to esti- 
nniate the costs of retirement systems and their dpipcments, and (2) 
to analyze the distribution of benefits of these i^rstems. These 
modeb enabled HIS to compare the costs and benefits of represent- 
ative private ai! ^u .ie systems to those of the current civi' service 
retirement systt: iCSRS), and to alternative designs for a new 
system covering affected Federal workers. 

The principal findings and conclusoons are: 

1. The cost of the current CSRS, using commonly accepted actu- 
arial methods, is estimated at 32.2 percent of pay—about 4 percent- 
age Doints lower than the estimate of the JBoard of Actuaries of the 
Civil Service Retin tnent System. The CRS estimate is lower for 
two reasons. First, the CRS model uses the social security tnist«es' 
set of e(»nomi^and demographic assumptions. Second, the CRS es- 
timate assume no change in the expected grade levels over Uie es- 
timating period, while the Civil Service Board of Actuaries assumes 
a substantial increase in average grades. 

2. The current CSRS costs more than representative private 
sector pension systems (social security plus a pensi(m plan). Since 
pension plans differ on how much, tf anj^thing, employees them- 
selves must contribute, the most useful comparisons are bas^ on 
emplwers' cost only. The employer cost of CSRS is 24.7 percent of 
pay. This equals the grow cost minds the 7 percent employee con- 
tribtition to the system and the 0.6 percent spent on admintstrative 
costs and pavments to special groups not found itf representative 
private and State employment. ^ ^ ■ 

Although the cost of private sector pension plans varies from 
company to company, the CRS analyzed a number of data bases 
that describe private pension system characteristics, and from this 
analysis developed representative plans. Employer costs for these 
representative private sector plans are lower than for the current 
CSRS. The most generous one costs one-fourth less than CSRS (19,0 

(Xiin 
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percent of pay); the least generous one costs 40 percent less (14.8 

percent of pay.) . „ . . , . , • j 

It should be noted, however, that the Federal tax subsidy enjoyed 
by private employers is not taken into account in this calculation. 
If it were, the cost to employefs for more private plans would be 
higher than the current CSRS. A relatively generous representa- 
tive State plan costs the employer about one^venth naore than the 
current CSRS (28.8 percent of pay, and a less generous represente- 
tive State plan about one-seventh less, 21.3 percent of pay). *n addi- 
tion, many State government systems, unlike private employers, 
require employees to contribute to their pensions. 

3. Even though the current CSRS costs more than most private 
sector pension plans, the initial benefit paid to those retiring at ^e 
65 is lower for most retirees. Two features of the current CbKb 
push its costs higher than those of private sector plans: First, bene- 
fits after retirement from the current CSRS automatically rise 
vrith the consumer price index (CPI). Private sector retirees receive 
significantly lower inflation protection. Although these pensions 
are combined with social security, which is regularly ac^usted for 
the full amount of price changes, the pensions themselves receive 
only ad hoc increases which amount to an estimated 30 percent of 
the increase in prices. This difference in benefit a^jusUnents for in- 
flation accounts for the largest share of the cost differential be- 
tween the current CSRS and private sector plans. 

Second, Fejieral employees can retire with immediate and unre^ 
duced benefits at age 55 (if they have at least 30 years of service). 
Private sector emplwers do allow retirement as early as age ob, 
but usually the benefit is reduced. , 

4. The addition of social security to the reti.^ment system will 
lower benefits at retirement even if cwsts remain the same. Most of 
this loss will be shifted to other benefit rights for Federal employ- 
ees. In particular, social security benefits are portabb, and em- 
ployees carry their accrued social security rights with them if they 
leave Federal employment. Transfer of benefit rights is impo^ible 
in the current CSRS. In addition, compared to the current CSRb, 
social security provides relatively more generous family benefits, 
including more extensive coverage of disabled persons and their 
families and to the survivors of deceased employees. 

In a Federal pension system incorporating social security, the 
cost of these ancillary benefits would be included m the cost of the 
combined program. This extra cost would amount to about I to A 
percent of pay. If the cost of the new Federal reti^ment system is 
to be held at the cost of the current CSRS, funds available to pay 
benefits to r^lar retirees would be redu<»d a corrraponding 
amount. Thus, retirement benefits would be lower than those re- 
ceived by similar retirees under the current CSRS. ^ ^ , , 

5. Within a given retirement system any cost and benefit level 
can be achieved by raising or lowering the annual accnml rate— 
the additional percentage of salary that is eanied for each addition- 
al year of employment. The cost of the current CSRS is used as the 
baseline for analysis of issues in designing options for a new Feder- 
al retirement system. The CRS does not endorse this or any other 
level of cost for the new system, and the Congressra^ ^:df on a 
system that costs less or more than the current CSRS. The cost of 

14 
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the current CSRS is used to demonstrate the effects on retirement 
system costs and benefits of: (1) difierent methods of combining 
social security with a complementary civil service pension system, 
(2) post/ etirement cost-of-living adijustments (OOLAs), and (3) dif- 
ferent retirement ages. 

6. Capital accumulation plans are becoming popular as supple- 
ments to the private sector pension plans. The growtb of these 
plans has been encouraged bv the enactment of section 401(k) in 
the Internal Revenue Code, which permits deferral of taxes on em- 
ployee and employer contributions and any ^nings from the accu- 
mulating assets* This study examines the use of capital accumula- 
tion plans to supplement a new retirement firystem within the cost 
of the current CSRS, Such plans shift some nsk from the employer 
to the employee, and create some uncertainty about size of benefits 
at retirement. On the other hand, such plans offer fiexibility to 
workers in achieving retirement goals. However, some of this flex- 
iblity could be introduced within the trmiitioaal defined-benefit 
plan approach. 

7. The report looks closely at each of the ancillary benefits. 
These include the eligibility for and amount of vested benefited sur- 
vivor benefits, and disability benefits. Benefits under the current 
CSRS differ significantly from those of private sector plans (includ- 
ing social security). Alternatives for modifying the current CSRS 
approach to accommodate social security benefits are fully ex- 
plored. 

8. The report develops five alternative planSt with different fea- 
tures, all oi which combine social security with other pension sys- 
tems at the employer cost of the current CSRS. The five plans are 
examples of plan deigns, rather than actual design alternatives* 
Analysis of these plans shoiro the effects of early retirement, 
COLA, and capital accumulation plans within the context of fully 
specified plans. If the COLA and retirement age provision of the 
current CSRS are replicated, at the present employer cost, benefits 
at retirement would be smaller than under the current system (be- 
cause the new sjrstem's ancillary benefits^ would be greater.) How- 
ever, these new Federal benefits could be^higher, at least initially, 
than those of the current system, particularly if employees partici- 
pated in capital accumulation plans. The higher benefits would re- 
quire a higher employee cost than the current system, 

9. The * unfunded liability" in CSRS is an accounting concept. Es- 
timates vary depending on the method and assumptions used, OPM 
estimated two types of ''unfunded liabilities'' as of September 30, 
1983: (1) the static, statutory unfunded liability was $188 billion, 
and (2) the dynamic unfunded liability was $528 billion. Amortizing 
these unfunded liabilities would have no effect on the Federal uni- 
fied budget deficit. Only an interfund transaction would occur in 
which (a) the general fund would transfer funds to the CSRS trust 
fund; (b) the CSRS trust fund would receive funds from the general 
fund; (c) the transfer from the general fund would offset the receipt 
of the CSRS trust fund; and id) the part of the gro6» debt held in- 
ternally by the Federal government would increase. Assuming Con- 
gress would not change its policies in response to this explicit ac- 
counting, these interfund transactions would have no effect on 
b.»neficiaries or Federal taxpayers now or in the future. Thus, the 
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distinction between an "unfunded" and a "funded" liability in 
CSPS is laE-gely semantic. r j • 

10. Congress can establish separate or combined trust funds .or 
new and old employees, A combined trust fund would grow steadily 
from about $120 billion at the end of fiscal year 19S4 to $1,:«)0 bil- 
lion in fiscal year 2027. There is sufficient budget authority to 
covei outlays fcr new and old employees together throughout the 
next 75 years. If there were separate trust funds, the fund for old 
employees would peak at about $250 billion at the beginning of 
fiscal year 1997, and then drop to a $1,200 billion deficit at the end 
of fiscal year 2027. In contrast, the trust fund for new employees 
would grow to $2,500 billion by tl s end of fiscal year 2027. 
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CHAPTER 1: OVERVIEW 



I. iNTBODUCnON 

The Social Security Amendments of 1983 (EL. 98-21) extended 
social security coverage to virtually all Federal workwrs hired on or 
after January 1, 1984. Hieae wortcers, as well as certain groups 
with earlier service, pay social security taxes ai^ their Federal esor' 
ploynient earns them cash b^efits frcHn tl^ nation's biggest social 
insurance program. 

Over the years since the social security program was enacted in 
1985, several advisory councils and cwnmimrions had reconunended 
that Federal woricers be brought into the social securitjr tmBtem. 
Covers^ can» only after the Dipart^ian Natiimal CoHiisncm on 
SocialSecurity RdTorm reoomm^ided it as an integKil part of 
^imei^nients needed to abate up the short- aiMl long-run financing 
<^ the social security svstem. 

Hie coverage of Federal wcnicers accounts for 5.6 percmt of the 
$166 billion package <^ financial improvements to social security 
during 1983-89, and 13.4 percent oi the financial hninroven^ts 
projected for the next 75 years. 

Many Federal workers, their unions and other employee groups 
ot^ected to the recommendations of the Naticmal Commission be- 
cause th^ belU^ social security coveraffs, cmi for new empi<>y- 
ees, threatened the solvency of the CSRS trust tand. Tbi&y dauned 
the urgency of solving social security's financial crisis was leading 
to a hasty decttsUm about Fedefal wtkken that deserved mace care^ 
fid study and lecpbdative deUbeii^ia^ . - , 

When ConfmsB took up the debate and enacted social secunty 
coverage for Federal workers as part of its financing ameodments, 
some leidslators noted that it would also be necessary to establish a 
new Federal pension system. According to Senator Ted Stev«ps, 
Chairman of the Senate Subcommittee on Civil Service, Post Office 
and General Services; "Obviously a new pension svstem for federal 
employees needs to be devidloma to oocmfinatt* with the social secu- 
rity system.'' Congressnian William Ford, Ouurman of the House 
Committee on Pbst Office and Gvil Service, concurred* adding, 
"... we believe that new Federal empkiyees who become covered 
under sodali security should be proviaed retarement benefits ami- 
parable to those under the current civil service retirement 
system." 

Most participants in thf debate over Uie desirability of social se- 
curity for Federal workers have agreed that sikA coverage would 
require Congress to enact an entirely new complementary pension 
system to accommodate the tax and benefit provisions of social se- 
curity. Supporters of social security coverage have claimed, aqd 

(1) 

41-055 O - 85 - 2 J^yTiSh^h^L KjO^^ 
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some studies have suggested, that this program* soaal msurance 
features would give ^vantages to lower mcome and some ^er 
Federal employees and that a new retirement system ^or Jf^eral 
workers could be designed to replicate closely the benefit distribu- 
tions of the current (^RS at a*Jout the the same cost. One purpose 
of the present study is to analyze these benefit design and distribu- 
tion issues. 

II. CoNGEBSs' Request tor a udy 

If interim legislation had not prevented it. Federal employe^ 
hired on or after January 1, 1984, and coveredby soaal security 
would also have participated in the current CSRS. TJiey would 
have been required to pay approximately 14 percent ofjlieir pay 
into the dual retirement systems, and those who work«l a full 
career in the Federal Cavemment would have received retirement 
benefits from the dual system far in excess of any currently avaU- 
able, sometimes larger than their highest salary level. Conpiew 
judged this undesirable, but because of msiOnmnt time ^d not 
d^gn a new complementary pension system before P L- » ef- 
fective date. Instead, it adopted a temporary solution— P.U 98-168. 
For two years, this tew requires Federal wrkers covered by social 
security to pay the regular social security payroll tax of 5.7 percent 
of taxable wages into the social security trust fund (net of 5.4 per- 
cent in 1984 after a 0.3 percent credit) and 1.3 percent of total pay 
into the CSRS trust fund. Thus, the total contnbution rate paid 
into retirement systems by new Federal workers m 1985 will l« the 
same as the 7.0 percent paid by workers into the cu"^ent«>Kt». in- 
tended as an interim solution, these provisions expire 
1985. (Federal workers were covered by medicare in imz and pay 
1.3 percent oi salary into that system.) . 

In the meantime, congressional committees m both the House 
and Senate began to examine the issues Congress would have to 
face in designing a new Federal pension system. The House Com- 
mittee on P?»t &ice and Civil Service asked toe (^on^^efiBional Re- 
search Service to contribute a m^r study as part^this overall 
effort. CRS initiated a cooperative approach with CBO and OAU 
and consulted periodically with analysts from those agencies as the 
study approach and methodology were designed and various as- 
sumptions were developed. When the studv was completed, GAO 
and CBO participated in its final review. This study identifies and 
analyzes central issues that underlie the design of a new pension 
system. ^ 

III. Study Methoii&uxjv and Scope 

A. YARDSTICKS USED 

In Keneral, the study bases analvsis of a new retirement system 
for Fwieral workers covered by social security on private sect^ and 
State government pension experience, and on the current t3Sl«>. 

< (-hitotor 2 disctiMCT the features of privat* sector and State gover anient retireroent i^y. 
.«d aSS^U nSTa^ituswl teSnicsJ mformatkm about »!rrteim, Th» app*^ 
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The benefit featurei» of these existing retirement* systems establish 
guidelines for analysis of design issues for the new Federal system. 
The cost of the current CSRS (as it operates for persons who took 
Federal j(*s before 1984) provides the benchmark for the new sys- 
tem s cost. The social «%;curity pn^^ram by itself and private sector 
retirement systems that combine social security with a pension dis- 
tribute benefits along the income scale difierently from the current" 
CSRS, 

The benefit distributions of pcxsKsible new systems that also com- 
bine social security with a pension are compared, throt^hout the 
study, to that of the current CSRS, These benefit level and distri- 
bution comparisons mav be a part of ju(^ng pension ''adeiiuacy/' 
(All references to the current CSRS mean the system coVenng 
most of the Federal workforce before 1984, when social security 
coverage started,) ' 

L Cost 

This study compares the cost of the current CSRS (1) to costs of 
pensions in the privi^ sector and State governments, and (2) to 
costs of possible new rSderal retirement system options with vary- 
ing features. 

Numerous measures of wst can be used to analyze pension sys- 
tems. This study uses **entry-age normal cost," the official funding 
measure of the Board of Actuaries of the Civil Service Retirement 
System, This cost measure, used in most studio of the CSRS, is a 
ratio of the present value of all retirement system benefits earned 
over a lifetime of work divided by the present value of earnings 
during the same lifetime of work. Or, looked at another way, it is 
the amount that would have to be set aside and invited at each 
pay period to pay retirement costs completely when employees stop 
work and they or their families begin drawing benefits. The 
present value is defined for a typical group of new entrants at the 
^time of entry into the Federal workforce. 

Hie CRS estimates the entry-age normal (X)st of the curn nt civil 
service retirement S3^m at 32,2 percent of pay.^ Hnw, for every 
dollar of pay, nearly one-third of a dollar additionally is being ''ac- 
crued'' by workers, to be received Uj^n retirement. Employers pay 
more than three-fourths of this cost (25,2 percent of pay) and em- 
ployees pay the rest. 

The cost of a new Federal retirement system, like that of private 
sector and State government systems, includes the normal cost of 
social security and additional pension or savings plan benefits. This 
study compares the cost of private sector and State government re- 
tirement systems (including social security) to the current CSRS, 

Options for a new Federal retirement system all are calibrated to 
yield a cost comjparable to that of the current civil service retire- 
ment system. The study does not endorse this particular cost 
figure, and if the Congress wishes to ^tablish a new retirement 
system costing the government, as employer, either le^ or more 
than 25,2 percent of Day, the analytical framework developed for 
this study could easily accommodate such a modification. Some 



* The CRS dksveloped /K*tiiariaJ models to ecrt:iinat^ cxmU and rrpliMmefit rates throt^hout the 
rppoft. A|;^)endix C dbcuaseA the methodoliigy and aasumptfonii i^ed in those models. 
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have criticized the relatively high level of current CSRS benefits; 

maintain that the current CSKS benefit levels partially rec- 
ompense employees for relatively low salarir. and ether tnjge ten- 
efitethat have not kept pace with the private sector. To this date, 
however, the Congress has not indicated whether the new system 
should cost less or more than the current system. 

2. Benefit distribution 

The various pension systems studied here distribute benefits dif- 
ferently for eamere along the income scale. These differences are 
measured by "gross" and "net" replacement rates. Gross replay 
ment rates show the percent of employees final earnmgs replaced 
by their total retirement income. As used m this studv, net replace- 
nient rates differ from gross replacement ratesm that both Onal 
year's salary and retirement income are measured after t^es (Fed- 
eral State and local taxes, including payroll deductions for socia^ 
security and pensions). This study does mot use replacement rates 
• to judge the adequacy of retirement benefits, ^though these rates 
are ofWn used for this purpose. Instead, the study uses replacement 
rates to compare the level of retirement income to previous earn- 
ings and the^ifferent benefit distributions of retirement system 

"^cX^'I^Iacement rates for the current CSRS are constant 
across income classes for workers with eouivalent J^^'jf.f 
service. The social security system, on the other hand, distributes 
relatively more of its benefits to lower-paid workers through a so- 
called "tilt" in its benefit formula. Thus, social security replace- 
ment rates for lower-income workers are higher than they are tor 
hicher-income workers. , , , ^ i- * 

A new Federal retirement system can be designed to replicate 
the costs and benefit distribution of the current CSRS to greater or 
lesser degrees." This study holds constant overall employer retire 
mSu system costs for a new Federal system at the level of the cur- 
rent system, 25.2 percent of pay. Then it 

ture in turn and examines the extent to which the cun^ntJ^Bb 
distributions are matched under several v^tions. To compare the 
b^Tc benefit features of the current B>^tei\>ith vanous optio^^ 
for designing a new Federal retirement sy^m, the study calcu- 
lates replacement rates at (1) retirement and several years later, 
(2) different income levels, and (3) different age and service combi- 
nations. 

B. RETIREMENT SYSTfEM OBJECTIVES OUTSIDE THE STUDV's SCOPE 

This study concentrates its analysis directly on issues to be re- 
solved in designing a new system. It addresses only >ndirertly three 
Skives of retirement systems that are important, but that he 
outside the study's scope, 
i. Work force effects 

Although retirement system design affects the characteristics of 
the workforce in any orsani^sation, this study mak^ no attempt to 
assess the desirability of any particular type of Federal workfor<j. 
iTSscussing various design possibilities, the study does recognize 



I- 



ERIC 



20 BEST COPY 



5 



that coverage by social security permits transfer of earned retire- 
ment credits to jobs outside the Federal government, an impossibil- 
ity in the current CSRS. Similarly, employer-sponsored savings 
plans increase portability of pension rights. These retirement 
system features would lead to greater employee mobility between 
Federal and non-Federal employment, 

2. Overall retirement income adequacy 

The study does not consider what the overall level of income 
should be foi^ those no longer able to work (and their dependents) 
because of '^3tirement, disability or death. As opposN^ to means- 
tested (we*iare) prp^rams, which base benefits and eligibility on 
economic need, retirement income pn^rams tjrpically measure 
income adequacy by comimring the level of income available after 
retirement to that shortly before retirement. This relationship, the 
replacement rate, is used throughout this study. Replacement rates 
measure benefit levels by income cXoss^ hy age^and years of work, 
and over time as inflation erodes values. Rather than independent- 
ly assessing the desirability of particular levels of retirement 
income, this study uses the overall level of income implicit in the 
current civil service retirement as a comparison benchmark. Since 
overall benefit levels are a direct function of the cost of the retire- 
ment income system, replacement rates follow directly from this 
cost, 

r/. System financing 

This study emphasizes cost and benefit design issues. Establish- 
ing financing mechanisms to ensure that earned benefit payments 
ca« be made on time raises important, but different, issues, TTiese 
financing issues in Federal government retirement systems have 
.been treated extensively in other studies and will not be analyzed 
here,^ These reports conclude that the current CSRS trubt fund op- 
erations do not have economic effects in themselves because they 
are mainly interfund transactions within the Federal unified 
budget. The contributions to the CSRS trust fund by off-budget en- 
tities, such as the Postal Service, are an exception to this general 
conclusion to the extent that their source is not a Federal general 
fund subsidy. This exception is not important, however, for the pur- 
poses of this report. 

Appendix B points out that there are two concerns in developing 
the financing of the new system. First, should the new benefits be 
financed over the lifetime of the employees, thereby avoiding any 
buildup of the "unfunded liability'' for new employees? Second, de- 
spite the lack of any direct economic effect from unfunded liabil- 
ities" in themselves, a "funded'' system may give greater assurance 
to employees that their benefits will be paid and to taxpayers that 
the budget explicitly accounts for future costs, 

A second important question is how to invest and account for the 
operations of any voluntary savings plan (called capital accumula* 
tion plan) that may be establishea as part of the retirement 



*Stf* Finafuifig Work RSeUted Entitlemant ProgiBms,'' CommitU>e Print ^-49, 9Hth Con- 
grew; A Report Prepared hy the CoiurresnionaJ Remrch Service for the Cotnmiiite on ihfi 
Budget. United States Senate. April 1983. 
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svstem If plan assets are accounted for outside the ^^Jfi^J^^^R^rf: 
Xd Svestkfin^n-Federal securities, then the budget effect will 
ob^TJed wbeS contribuUons are made rather Jjan when \^ 
fits are paid. While longnin costs and benefits may be the same 
under a&ined savings and^pension plan <^»»»*^»» "^^^X ou? 
seSor Jnsanizations now provide) with assets mvested partly out- 
Se^Jh^^vemment as tKev would be if invests! m the govern- 
ment's oC2?un^^^^^ the sSort-term budget consequences are dif- 
ferent and must be considered. 

IV Kkv Pbaturks of Rktirkmbnt Svotkms That Dbtkbminb 
Benefit Eugibiuty and Amount 

Private sector organizations and Stat« governments have had ex- 
terl' ve ex^riencel^^ pension systems that f 'witt^^^^^^^^ 

in additiorto social security. This experience guid^ ^h^^. «t"dy^^ 
analvsis throughout. To analyze any new Federal retirement 
system cooSted with social «^"ty ^le study «,mj^ benefit 
costs levels, and distribution to those of the current CSKb. 

Private S<?or. State government, and Federal Rvernment retire- 
ment system^ have similar design featursgj^t determine the co^ 
ditSns for benefit eligibility and amount. These key features are 
eSfned and analyzS in 6iapter 2 of this report, they are brief- 
ly described in this overview. 

A. DEFINKD BENKFTTS VS. DEFINED CONTBIBITTIONS 

Pension plans fall into two m^or groups-defined benefit and de- 
fin^ contSbution plans. These differ in several iniporiant ways^ 
I iitthev can be designed to cost the same, and to provide roughly 
the saSe^nefite tTparticipants at given retirement ages.. They 

&rm1inW ov^^ assi^menfof risks of X*^ov*^*K^ The 
formance During an employee s career, the employer Dears ine 
Srrn definSi tenefit plaL and the employe^ b^r the nsk m de- 
fined contribution plai^. After retirement, who bears the nsk de- 
Ss^n the extent to which either plan provides periodic cost of 

ATrSSfit plan determines benefit amount by a formula, 
lloon rSini the terms specified in the definition of eligibility 
Klira Sbination of ag^and years of service) the wojer 
oSves the benefit computed from the appli(»tion of the 
the Tmployw-'s yeare of service and salary. The social security pro- 
SliS^d current CSRS are defined benefit p ans, as are moj pn- 
^rs^r and State government plans covering laige numbers of 

Tn'^a'defined benefit plan employees K^^Sg^^^S" v!^r S"^^^^ 
how much their pension will rise for each actional year of serv 
ir^ such as 2 percent of pay m the current U»K». 

A defin^ retribution plan, on the other hand, .s essentially a 
sa^^^i^ pSn Tnd"S employees possess their own retirement 
S3 Swngs acSunts. Th? pW specifies how much the sponsor 
S^rSmtribute during an employee's work career, usually a fixed 
Sn^^tiuJ^ of pay. At retirement, the worker receives nn annuity 
(^^nSwsfa lump sum distribution is permitted) based upon 
t heS SS^nt in the account, including interest earnings. Under 
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defined contribution plans, employers know exactly what the pen- 
sion obligation is and the benefits are fully funded at the time of 
the contribution. Employees bear the risk of variable market per- 
fomiance — benefitting from favorable markets and losin'? from un- 
favorable markets. The ultimate benefit cannot be prescribed with 
certainty. 

Seventy-two percent of the plans in the private sector are defined 
contribution plans, but 69 percent of plan participants are in de- 
fined beneHt plans. Defined contribution plans are more common 
to small employers and defmed benefit plans are more prevalent 
for employers with many employees. 

Either a defined benefit or a defined contribution plan (or both) 
could be adopted for employees of the Federal government. The 
structure of defined co- .ribution plans departs from the current 
CSRS and from the prtvailing practice of large non-Federal em- 
ployers. In recent years, however, private sector employers have of- 
fered defined contribution plans in combination with a regular 
basic defined benefit plan. These defined contribution (savings) 
plans, oft^n reouiring matching employee contributions, supple- 
ment their regular pension plans. They are called ci^pital accumu- 
lation plans. 

B. FEATURES OF DEFINED BENEPfr PLANS 

The study highlights several key features of defined benefit pen- 
sion systems in describing and analyzing private sector and State 
government pension practice, the social security system, and the 
current CSRS. Analysis of a new Fcideral system will also focus on 
these key features: (1) the rate at which benefits ar« earned, (2) co- 
ordination of the pension with social security, (3) retirement age, 
(4) cost-of-living pension adjustments, and (5) availability of capital 
accumulation plans. These five features determine eligibility for 
benefits, the time when benefits can b^n, the amount of benefits, 
and post-retire nient benefit adjustments to prevent erosion by 
inflation. 

/- The rate at which retirement system benefits are earned 

Growth of earned retirement benefits is determined by formulas 
that specify age, years of work, and a wage base (usually earnings 
at a period near retirement). In general, greater years of work and 
higher earnings generate lai^er retirement benefits. A common 
practice in private pension systems is to determine the initial pen- 
sion amount by setting a specific accrual rate (say 1%) to be multi- 
plied by the appropriate wage base and years of service. 

^. Coordination with social purity 

Most private pension systems covering salaried employees are co- 
ordinated with social security in a way that counteracts some of 
social security's income redistributive effects. On the other hand, 
most State systems preserve this social security formula "tilt" by 
adding pension plan benefits directly to the social security benefits. 
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A Retiremeit age 

The current civil service retirement system and many State gov- 
ernment systems have earlier "retirement ages for unreduced 
benefits than those of the pnvate sector. This is not to say that em- 
ployees in the private sector are unable to retire at e«rly ages; 
most companies permit retirement as early as age 55—the age for 
the current CSRS— some with as little as 10 years of service. If pri- 
vate sector retirement occurs before age 62 (or 65 for some compa- 
nies), however, the benefit usually is reduced. This normaay is not 
a full actuarial reduction; the company therefore partially subsi- 
dizes early retirement. Some companies also orovide capital accu- 
mulation plans that permit participating employees to use Uie ac- 
cumulated assets to purchase an anhuity that makes up for re- 
duced benefits from the primary plan. In contrast, the current civil 
service retirement system and most State plans permit unreduced 
benefits as early as age 55 (usually at witJi at least 30 years of 
service). 

4. Cmt-of living benefit adjustments 

Unless adjustments are made to i>nefits aft«r retirement, the 
value of benefits will decHne when consumer prices nse. Benefits 
from the current CSRS and the social security system generally m- 
crease by the rate at which the cost-of-living rises. Few State gov- 
ernment or private sector systems include this full inflation adjust- 
ment feature. Private sector and State government retirees benefit 
from inflation adjustments made by social security, but their pen- 
sion checks receive only ad hoc increases. One study of private 
sector plans estimated that during 1973 to 1979— a highly mflaUon- 
ary period, ad hoc csost-of-living adjustments overall were about d» 
percent as much as the total advance in the consumer price index 
(CPI). Postretirement benefit increases were found to vary substan- 
tially by plan size. 

5. Capital accumulation plans 

A growing number of private sector organizations and most State 
governments provide the opportunity for employees to particiimte 
in employer-sponsored capital accumulation plans as part of the 
overall retirement system. Private employers typically match, at a 
specified rate, contributions (typically tax deductible) that workers 
make to these savings plans. Assets from these plans can be iwed 
to purchase annuities that allow retirement at anv age the eniploy- 
ees choose. Thus, the plans provide eroplovees with greater flexibil- 
ity in retirement planning and they build retirement equity that 
employees can, when changing jobs leave in the previous employ- 
er's fund, shift to other savings, or, if .Termitted, transfer to the 
new pension plan. 

* V. Comparison op C!ost8 and Beneftts of Pbivate Sector and 
State Government Systems to the Current CSRS 

A. coot of the current CSRS 

The CRS estimates the cost of the current CSRS to be 32.2 per- 
cent of pay, using the accepted actuarial concept of "entry-age 
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normal cost." The Office of Personnel Management (0PM) has cal- 
culated the entry-age normal cost of the current system at 36.5 per- 
cent of^pay— 4 per^ntage points higher than CRS's estimate. The 
CRS actuarial model was initially validated against this 0PM cost 
figure. Then the CRS model was modified with economic and demo- 
graphic assumptions ftsed to value the cost of the social security 
system. Using these assumptions, which permitted CRS to value 
the costs of the different retirement systems, includmg social secu- 
rity, with a common set of actuarial assumptions, CRS estimate* 
the cost of the current system at 34.2 percent of pay. This figure 
differs fit)ro the OPM cost figures because of different economk. 
and demograi^hic assumptions. 

CRS then adjusted the-actuarial data base used by OPM for its 
cost estimates. This was done because the OPM data included an 
assumption about promotion patterns in the Fecteral Government 
that implied substantial "grade creep" over the woiiting life of 
newly hired workers, an assumption CRS ccmsidtered to be unwar- 
ranted. After promotion patterns were adjusted to keep the grade 
levels comparable to the present, ihe CRS model estimated entiy- 
age normal cost at a lower 32.2 percent of pay. Because the OPM 
assumption about Fe<k!ral promotion fMittems, whk:h accounts for 2 
full percentage points of the agency's estimate of entry-age normal 
cost, would prevent reasonable comparisons among retirement aydr 
tems, the promotion patterns were scaled back. This difference does 
not greatly affect the analysis of the CRS study, which focuses on 
relative costs among different types of systems and not on absolute 
levels. 

' B. FEATURKS OF PRIVATE SiSCTOR AND STATK GOVERNMENT PKNSION 



/, Private sector pensions 

In the private sector, most salaried workers, to whom the Feder- 
al workforce is most cbmfwrable, participate in pensions that: 

• do not require employee contributi<ms to the pension plan; 

• require 10 years of servK© before the bemjfits ^rned are 
vested (nonforfeit^dble); 

• base their pension benefits on their highest 5-year'8 average 
earnings; 

• are integrated with mcial security; 

• permit retirement at age 55 with reduced benefits or at age 
62 with unreduced benefits; 

• make ad hoc adjustments to their retirement benefits that 
offset about 38 percent of the rise in the CPI in a recent 
period; . 

• include long-term disability insurance to supplement «K>ciai 
security's protection against disability; and 

• meet only minimum Federal standards for pre- and postretir- 
ement survivor benefits. 

Considerable variation exists in the method of integration with 
social security, availability of capital accumulation plans, and spe- 
cific benefit accrual rates. 
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S. state government pemion ayetemi 

In S4at© govemment mrstema, general service v^rkere f excluding 
teachers, police and fiienghterB): ^ 

• are required to cimtribute to the iv3nsi(m plan; 

• must participate in the fbr 6 to 10 jrwurs before earned 
benefits are vested: ...... « 

• havvMtheir pmi*wn omiputed <m the basis m mexc highest 3- 
' yi^'s average earnings; 

• are in plans whose benefits are simply added on to social se- 
curity; 

• often may retire with fUU bmefits at age 56 or earlier with 
30 years of service (althou|^ a signifkant number of plans 
require age 65 ftM- full b^i^mts); 

• receive postretirement benefit adjustments in a wide variety 
of ways buv ^ost cmnmoL-ly an annual adljustm^t equal 
to the lower of 3.0 percent or ttie.change,in the CPI. 

Variation exists among the States on certain plan features, most 
notably the rate at whidi benefits are earned, retirement age and 
level of employee contribution. Some ^tes combine these features 
to provide a liberal benefits package; others are less generous. 

C. RKPRKSKNTATIVE PRIVATE SBCTOB AND ST&TB OOVBRNMXNT PLANS 

Key features determining eligibilil^ and benetit amounts for the 
social security system and the ci^rrent CSRS are clearly stated in 
Federal laws. Private sector and State government plans, however, 
are not uniform. This study reviewed available <uX& to determine 
the variety of pension features and the extent of consirtency. The 
study then constructed illuatrativc or "representative" private 
sector and State government plans. While the plans are not to be 
considered representative in a statistical sense, they mclude pen- 
sion features for which a high degree of uniformity was found. 
B&aed on analysis of current practices, two representative plans fmr 
the private sector and two for State governments were construct-^d. 
Further, the representative private sector plans were analyzed 
with and without a capital ojcumulation plan. (Cliapter 2 provides 
a more extensive explanation of tl^se representative plans.) 

The representative plans do not convey the oomplejuty and varia- 
bility in pension practices in the non-Federal sectors. They do illus- 
trate common methods of combining the features that make up a 
retirement system. The study uses these representative systems 
throughout -to guide the analysis of issues in designing a new Fed- 
eral system. 

The features identified in the previous secUon, common to pri- 
vate or State retirement systems, form the core of the representa- 
tive plans. The main differences b^een the two private plans are: 
(1) normal retirement age for full benefits is age 62 in one plan and 
age 65 in another, (2) the early retirement reduction, and (3) they 
use different methods of integrating pensiim benefits with social to- 
curity. Differences between the two State plans are (1) normal re- 
tirement age for full benefits; (2) Ume required to earn nonforfeit- 
able benefits (vesting); (3) the employee contribution rate, and (4) 
the benefit accrual rate. 
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After defining the representative systems, the study first esti- 
mates the costs of the systems, then analyzes system benefits using 
replacement rates, (Chapter ^ presents this analysis in detail) 
Then the study compares these costs and replacement rates with 
those of the current CSRS, The comparisons were made to identify 
the features of the different retirement systems that weigh most 
heavily in determining overall program costs. This analysis, com- 

garing costs of the current CSRS to those of private sector and 
tate government systems uses identical economic and demo* 
graphic assumptions. Costs of pension S3rstems are particularly sen- 
sitive to assumed economic activity, mortality and workforce char- 
acteristics and reliable comparisons should use the same assump- 
tions. In effect, the study anal3^zed the costs of the different retire- 
ment systems as if these representative private sector and State 
government plans were applied to the Federal workforce, 

D, COST comparison: CSRS VS, NON FEDERAL RETIREMENT SYSTEMS 

^Representative private sector systems, wi^ or without a capital 
accumulation plan, have lower employer com than does the CSRS, 
These private sector plans cost between 5,7 and 8,2 percent of pay 
less than the current CSRS when they include capital accumula- 
tion plans and 7,4 and 9,9 percent of pay less when they do not. 
The costs of the representative State retirement^ systems bracket 
the cost of the CSRS, with the less liberal plan costing 3,4 percent 
of pay less and the more generous plan costing 4,1 percent of pay 
more, 

A recent study of 854 private sector retirement systems for sala- 
ried workers using the same methodology and assumptions as the 
CRS study, calculated the average costs for all companies included 
in the sample to be 18.8 percent of pay, 6,4 percentage points less 
than the 24,7 percent of pay employer cost of the current CSRS, 
Totol employer costs (broken down by component) of the current 
CSRS and the representative non-Federal svstems are shown in 
Table 1-1, The two private sector plans incluae a capital accumula- 
tion plan, 

Basic retirement benefits initially available to m<^t employees at 
iige 65 are generally higher in the private sector than in the CSRS 
for comparable work histories. Yet, the Federal plan costs more. 
The following differences in retirement features cause m<^t of the 
variation in plan costs: (1) Federal employees may retire with full 
benefits at age 55 vnth 30 years of service, while private sector em- 
ployees choosing to retire early receive reduced beneHjs; (2) current 
CSKS benefits are generally increased by the rate of inflation, 
while private sector benefits re<^ive only partial adjustments; and 
i4) the indexation of benefits takes place over a longer period^ since 
Federal employees retiring early receive reduoed l)enefits. Other 
system costs and the level of employee contributions are roughly 
comparable in the private sector and current CSRS. (See Table 1-- 
I.) 

Basic retirement system benefits available to employees at age 65 
are greater, and therefore more costly, in the representative State 
retirement systems than in the CSRS, For the more generous plan, 
these basic benefits cost a full 5 percent of pay more than in the 
CSRS. Under this plan. State employees receive basic benefits 
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TABLE l-l BENEFIT COSTS Of THE CURRENT CSRS COIIPARED TO REPRESENTATIVE NON-FEOERAL 

RETIREMENT SYSTEMS 



^^^^^^^ , % '\\ 
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eauivalent to those of the current CSRS from the State penaion 
< S Ee hi addition to substantial social security benefits. The 
SS^ generJL State plan also has more costly provisions for 
sundvor and disabiUty benefits than the current CSRS, 
;i^tiS^SS^ of indexh^d^early retirement is aboutttie same 
The sSnii^tly greater employee contribution required by thw 
Stote^tem r^uces its employer .cost in comparison to the cur- 
^fc^ Ev^Tthis State itirement ^mh^ an employer 
cost that is 4.1 percent of pay above that of 

Although the less costfy representafave ^atepl^^^ 
basic bein^fits at age 65, as wel^^as ^Z^^^ Wml foSTre 
and disabUity benefits than the current 

Sdu(STe c<it of the plan so that the o Wl emg^r ^ 
..^^n^ Qtoti^ nlan \& somewhat below that <m the U»K». ineae icw 
^er^il f^tu^ hiSTmiuced benefits for retirement before 
I^e &^hrfull indexing, ^d over a shorter «pgi^ 
to a r^uced benefit (if taken before age 65); and higher employee 
contributions including the reqmr^ social fcun^ tax. 

In summary, the retirement system feature ttwt ^nd to Iwve 
the K?eSest effect on the comparability of co^ between the CSRS 
and^^^resentative private sector and State government plans 
are the avSlity of full retirement benefits before age 65 (or 62^ 
?h^ extent tewhich benefits are adjusted for pnce mflation, and 
the interaction of these two features. 

K BBNKFTT UEVEL AND DISTBlBimON: COMPAKISO^J OF BKPLACKMENT 

RATES 

1. Gross replacement rates 

Fimire 1-1 shows gross replacement rates for hypothetical work- 
ers retiring a? S^^th So yeai^ of service, cfross replacement 
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rates for Federal workers are the same at all salary levels (about 
53 percent of the final year s salary); whereas under all the repre- 
sentative private sector and State government plans, tJiey start 
highe. but decline as final salary increases. This is caus^ by the 
tilt of social security benefits in favor of lower income workers. The 
two representative State pension plans provide benefits computed 
independently of social security, thus completely preserving this 
tilt. Figure 1-1 shows that retirees with final earnings all the way 
up to $65,000 would receive higher benefits at the time of retire- 
ment under both State systems than they would under current 
CSRS, 

FiGURK l -l — Gro€w Replacement Rates for Representative Private Sector and State 
(Jiovernment Pension Plans Compared to the Current CSRS— Single Employee 
Age 05 With 30 Years Service 
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The two representative private sector systems are integrated 
with social security to offset i^rt of the social security tilt that 
favors lower paid workers. The private sector plans use different 
methods for integrating pension benefits with social security, but 
the two methods yield replacement raf <»8 that are almost identical 
across the entire salary range. Both private systems (which do not 
include a capital accumulation plan here) provide higher gross re- 
placement rates than CSRS for workers with finaJ earnmgB up to 
about $40,000. From that point on, CSRS provides slightly higher 
replacement rates. However, most Federal retirees in FY 1983 had 
final earnings below $40,000, 
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2. Net replacement rates 

While the representative plans in Figure 1-1 have initial gross 
replacement rates generally higher than the current CSRS for 
career workers retiring at age 65, this is not necessarily the case 
for workers retiring earlier. Furthermore, even a high initial re- 
placement rate may not provide adequate benefits late in retire- 
ment unless benefits are adjusted for inflation. Figure 1-2 shows 
how replacement rates change over time for workers retiring at 
age 55 with $30,000 final earnings. The replacement rates are cal- 
culated using constant dollars and take into account changes in tax 
liability and certain payroll deductions before and after retirement. 
They are referred to as net replacement rates.** 

Fkjurk 1-2 - Net Replacement Rates for Repre»entative Private Sector and State 
(Jovernment Per<sion Systems Compareti to the Current CSRS— Single Employee 
Age r>r> with :m Years of Service, f30,0(K) Final Salary * 
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* H\apter uses both gram and net refAacement mie» in analynng benefit and dnitnbU' 

tions for current retiremen* systenw private sector* State government and the current CSKS. 
Analysis of issuer for a r>eit Federal system. ho»rever. (aee Chapter 4;, shows gross replacement 
rat«s only. Grose replm^^meiit rat^ are used to study benefit leveto and dbtributkms for employ* 
ees retiring in the future for two reasons: (l> Calculation of net replacement rates woukJ require 
atBuming changes in currer^ tax laws well into the future* and i2) GrosH replacement rates pro- 
vide a^kH]uate support for thiis study's analysis of oesign issues for a new Federal system* include 
ing rteces6ary projections of plan performance 40 years in the future. 

^ Private phtm 1 and 2 have net repl^Kvment wies that are so close that only one <^ the two 
plans need be shown. 



BEST COPY 



15 



Representative private sector syf*tems and the less generous 
State ^sterns provide significantly lower net replacement rates 
than CSRS for workers choosing earlier retirement since workers 
retiring at age 55 not only are ineligible to receive social security, 
but have their pensions reduced for early retirement. However, if a 
worker participated in a capital accumulation plan during his 
entire career, net replacement rates under the private plans could 
be as high as those of the current CSRS, The value of a capital ac- 
cumulation is highly sensitive to changes in the interaction be- 
tween interest rates and inflation. These interactions over the past 
decade or so have been very favorable to capital accumulation plan 
profitability, (See page 289 for a discussion of interest rate data,) (If 
Figure 1- 2 were revised to show workers retiring at age 62 with 30 
years of service, all four non-Federal representative plans would 
have higher net replacement than the current CSSRS, Additional re- 
placement rafe analysis is presented in Chapters 3 and 4,) 

At retirement (age 55), figure 1-2 shows the most generous repre- 
sentative State system provides a net replacement rate of 81 per- 
cent, compared to 72 percent for the current CSRS, even though 
social security btmefits have not commenced. Both replacement 
rates drop sharply if examined at age 58 because the retirees have 
fully recouped their own non-taxable contributions by this time 
and subsequent pension be. 'fits are fully taxable. While the pri- 
vate sector pension is slightly eroded by inflation* there is no 
change in the tax treatment of the pension. Its benefits are T^lly 
taxed from the start since the employee made no contributions. Ai 
age 62, the replacement rates rise under the non-Federal pension 
systems because social security benefits become available. At age 
65, net replacement rates also increase slightly under all systems 
because Federal income taxpayers qualify for an additional exemp- 
tion. Thereafter, inflation erodes benefits of all the non-Federal 
plans, but the current CSRS maintains a net replacement rate of 
about 65 percent. 

VI, ANALVsif OF Design Issued for a New Federal System 

A, INTRODUCTION 

Design of a retirement system for new Federal workers, most of 
whom will not retire until well into the next century, changes the 
^ focus of the study. Attention is directed toward possible features of 
a new Federal retirement system for employees just now banning 
Federal service, and information (rom private sector and State 
Government pension prac ices is used as the basis for these design 
features. CRS computer models, estimating casits and replacement 
rates are used to draw comparisons to the current CSRS, and to 
show how costs, benefit levels, and benefit distributions would be 
affected in a Federal system designed to resemble private sector 
and State government practices. 

To accomplish these comparisons, a basic plan model was created 
as an analytical device. This ''backdrop'' or comparison plan repli- 
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cates closely the current CSRS provisions, but with social security 
Sis td benefits incorporated TJe ^^.^.^Jj^^.^^^. 
Zt at the level of the current CSRS, andtotal benefits (««»aV»ecu 
Htv DlS iS>n) replicate the current CSRS as closely as possible 
^fnff S?i^rSo7 luid S^^ design features. The backdrop pkn 
^ifi^rovSon by provision, to determine how benefit 
diJSitto^^d SSHr^ a&e?ted when varying pension features 
to pSJate sector and State government systems are miuy 

duced. 

B. IMPACT OF SOCIAI. SECURITY ON THK DBSIGN OF A FKDBRAL PENSION 

Coverage of Federal workers by social 8«nir:ty ifise8j)encfit 
deSi i^es bec^ the social security benefit formula distnbu^ 
SStTinavcrof lower income workers and the cmrent CSRS 
d^ not. Tlie Zior differences between the ^^^^^SRS and pn- 
vS Sor andStete government BVBienm anse because t^ latter 
two iSe the social security benefit. Other significant differences 
have Sen over^^ fhis study outlines the m^r mtplica- 
tions of incorporating social security. 

/. The portability of benefits 
Vested benefits from the current CSRS are not tranrferaWe 

thev are eligible to receive retirement benefits, booal secumy 
vSted Xnef^ are transferable from job to J<* 
pSySent is now covered by that progrwn. ^^J^^^Z 
laws regulating private pensions provide greater protection to 
vested benefits than CSRS rules provide. 
£ The distribution of benefits along the income scale 
The CSRS benefits are determined by a formula that Proyjf^ » 

XfuSSutoSu "tat: to l<»er.wage worker, from the 
total of pension and social security benefits. 
S. The importance of age in the determination of benefits 
i„ the Mirrent CSRS, age determines the years of service nec^ 

sa^ S™"reU.S;e?rt benefits. •'^'''^'Sft'jf Sj'lT ^?«) 
n 1 A«rp with 30 years of service, (2) age 60 with 20 years, or i6} 
11 fi2^th 5 v^) m^r these minimum combinations of age and 

age d«« not a^^ct ^n^J^^i^ ^ 
^S^security, on the other hand, retirement benefits be re^ 
heartier than age 62, with reductions applied to benefits 

!iri»r o« eSi^Mt ^pnjr. 

tion to social security retirement ages. 
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I The COLA s granted to benefits after retU^ment 

Benefito of the current CSRS are generally in'-reased by the rate 
of inflation. In other employment, full inflation a4justment9 are 
made only to social security. Private pension benefits are rarely ii*- 
creased by the rate of inflation, but ad hoc adijustments have been 
estimated to make up S8 percent of real benefit loss due to infla- 
tion in a recent period, 

5. Disability insurance protection 

Current CSRS disability beneflts are provided to employees 
unable to perform their Federal yA» because of a disabling condi- 
tion* The social security disability insurance program provides ben- 
efits to severely disabled workers unable to perform any job. Pri- 
marilv because additional social security disability benefits are 
paid for dependents "^hey often replace a higher percentage ofpre- 
disability earnings in disability benefit ^ under the current CSRS 
program. 

6. Family and survivor benefits 

Social security provides benefits to spouses (age 62 or over) and 
children (under age 18) of retired workers, whereas CSRS does not* 
Social security automatically provides benefits to divorced spouses 
(age 62 or over) of retired workers and survivor benefits to divorced 
widowters) (age 60 or over); whereas CSRS requires a court order 
for spouse and survivor benefits to be paid after divorce, 

7. Discretion in retirement planning 

A growing proportion of private sector and State government sysh 
terns provides greater employee discretion in retirement planning 
by adding one or more capital accumulation plans to the total pen- 
sion design, A capital accumulation plan, as part of a new Federal 
system, would allow more employee flexibilitv in retirement plan- 
ning. For example, by contributing to an employer-matched capital 
accumulation plan, employees could replicate the overall benefit 
generosity of the current CSRS. 

8. Lower retirement benefits at the same cost 

Because of certain characteristics of the social security program, 
under all design options for this analysis, benefit levels for retirees 
will be lower than under the current OSRS, even though overall 
costs are the same. (If retirement benefits were increased to cur- 
rent levels, overall costs would rise by 2--3 percent of pay,) For the 
m« ' part, the value of these benefits is not lost to the Federal 
wo* rs but is shifted from retirement to other types of benefits, 
Thet*e shifts include the following itetm. 

a. P(?rtability.~Sociai Security benefits earned in Federal em- 
ployment will be transferable to jobs outside the Federal govern- 
ment. This increases benefit rights of workers who will leave Fed- 
eral service compared to those who leave under the current system. 
The estimated cwt of this improved portability accounts for nearly 
two-thirds of the total difference, 

b. Family bene ft ts. —Social security benefitjs will become pajrable 
to certain dependents of retirees, disabled workers, and survivors 
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who are not paid under the cuirenl CSRS. In «^»^Jf ' 
vore and dependents wUl receive higher benefits Uwn wouM 
i^7abS und^ the current system. These additional family benefits 
account for about one^ixth of the total difference. « j i 

T^TouLr 5^me workei^ in other emphyment-Averag^ Pedei^ 
w^^^ STtlM^ average wages in other employment covered 
by^iafsS^yXrauaTSual^^ replaces a g«ater pre- 
SrS^ of the wages of lower-paid workers, some social security 
tenefite will ^ iSributed frc«n Federal workers to workers with 
towS^^r av^ wages in employment outside the govern- 
ment n»rbenefirSii8tXtion to non-F«ieral workers is caused 
social security coverage of all types of employment including 
tem^rary!1^rt «me and minimum wage jobs that are not common 
iS th? &ml government. It accounts for about one-sixth of the 
2-3 percent of pay difference. 

C. APPLYING THE MCTHODOLOGY TO THE ISSUES 

The first step in analyzing the issues of covering Federal workers 
bv^iars^urity is to repUcate as closely as possible tbe benefite 
and^ntrSio^ earned in Federal employement from benefits 
^yab?e current CSRS, and subtracting social security 

taxes from the CSRS contribution amount. 

l^ause as mentioned above, any system awrdmated with social 
seaJrity^iU show lower replacement rates for reUret^s than the 
Sent <5rS, to replicate the current system's ^^irement tenefits 
woufd cost 2-3 pe«!ent of pay more thaii the cu^it (^RS. (One 
rw»rr^ntnf total DBV cQuals ^bout $700 million m 1984 dollars. 
^^SUue^Uy, ttieS nt benefits of such plans must replace 
a S^TslSre^of final ear ings in onler to duplicate the current 
sy^rm^ cSts. This is «hown by Figure 1-3 whi^ t^fw^rl^ 
^roent offset plan at the cost of the current CSRS, for a worker 
retiring in the year 2030. 
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Fbgues l-^.-lOO Pmmt OflM-CMilaiii Coet/Oraw Beiilacefnent RitaMSii^ 
WcniuKr A,^ f& wHh 80 Ymtb of Service 

f» i ' ' - ■1^1 ^ 




f\nd Cr»sf Sakry AdfutM to IM4 tjmite(lHMmKid $) 

As Figure 1-3 shows, the current CSRS repbu?es about 53 percent 
of the fuial salary of a worker retiring witib 30 jrears of service. 
100 percent offset plan replaces between 44 percent and 47 percent 
(depending on salary) at the cost of the current system. Hie slight 
upward tilt in replacement rates occurs because the oflBset is af^ 
plied to full social i^urity benefits payable at age 67 (when fvil 
benefits will be payable in the year 2030). These workers, retiring 
at age 62, receive social security benefits reduced 30 percent for 
early retirement. Social security s benefit reduction at age 62 has 
relatively more impact on beneficiaries with lower wages because a 
larger portion of their total benefits comes from social security. 
Were these workers shown to be retiring at a^ 67, repli^reroent 
rates would be level across the salaries. Age 62 with 30 years of 
service is shown because it closely ai^roximates a representative 
career in both Federal and private employment, and because it is 
the earliest age at which social purity benefits can be re<^ived. 
Level replacement rates could also be achieved by offsetting the 
social security benefit actually payable, but this would be more 
complex to administer. (See Chapter 4 for a complete discussion.) 
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D. DWnUBUnONAL ISSUBS BA»ED BY COORDINATION WITH SOCIAL 

SBCUJUTY 

Pensions meeting the criteria for tex qualification under IRS 
rules ai« not permitted to subtract 100 percent of the social secu- 
rity benefits because the total benefit in such a plan would replace 
too high a proportion of the salaries of high income wrfcereiida- 
tive to the lower paid. The maximum oflGset perrentaffs aUowed by 
IRS is 83V^i percent, but that maximum ts subject to numerous 
other rules governing the distribution of plan bwiefits. In many 
cases even 83M» percent would not be permitted. The most common 
offeet percentage used in private penmons » ^Pe^»i^*f-^*^ 
half of^ social security benefit is subtracted from fhebeiwfit <»1- 
culated by the pension formula. The other prmcipal tedinique for 
integrating penS)n8 with social security IS the "step-rate metiiod 
discussed in Chapter % This method can accomphsh the same basic 
purposes as does an oflbet plan, and is not analyzed m this part ot 

***Af3S^oppo8ite end of Uie spectrum from 100 percent offset plans 
are plans with cooniination approaches that maintam the social se^ 
curity benefit tilt entirely. These plans simply com|Kite the penwon 
independently from whatever social security benefits are provided. 
AddH^n appriches are often found in State government penswM^ 
in the U.S. military retirement system, and m older, collectively- 
bargained plans. Relatively few private sector onganiiations with 
salaried employees provide add-on plans. , ^ ^ ^ t^n * 
^ure 1^ bomiJeires the distributional effects of 100 pei^nt 
offset, 50 percent offset, and add-on plans with the current U&»«>. 
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PiauiiB 14 -Backdrop PUui VariationK Coropwriwo of Three Coordinatiofl 
Apf>n>ache8-^Ie Worker Age 62 With 80 Yeare of Servioe 




xt » * *_ •* ** 

Rnoi Crow Sotory /justed to f»S4 Lmte CfhOMMmd $) 

As Figure 1-4 shows, different approaches for coordinating pen- 
sion benefits with social security alter the distribution of bcndits 
along the income line, but if total costs spent for retirement are 
the same, the replacement rates for workers with average prere- 
tiroment salaries will also be the same. The replacement rate at 
higher or lower preretirenient salaries varies to the extent that the 
social security tilt is retained or counteracted by the coordination 
technique. The particular integration approach selected does not 
necessarily affect plan costs, but it does affect distnbution of plan 
benefits among workers at different salaries. 

E. KSfUCATKW HOHWANT CWtS PBOVUIONS 

A particular technique of integrating pension benefits with social 
security is selected to achieve a particular benefit distnbution. The 
current CSRS does not vary replacement rates by income, while 
such a variance is a principal effect of the social security t^nefit 
formula. Even with social security, however, it is possible to design 
a system that maintains the important provisions of the current 

Figure 1-5 shows gross replacement rates for a worker retinng 
umter a new Federal system at age 55 with 30 years of service and 
a final preretirement salary of $30,000. (This worker has an ap- 
pitnimately average fmal salary, and replacement rates would rtay 
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roughly the same under all techniques for coordinatingjwwl secu- 
rity and pension benefits.) RepUcation of the current CSRS design 
of level income throughout retirement is aocomplish«l by addii^ a 
supplement comparable to the social security benefit from age 65 to 
62. This supplement is structured so that when social security 
becomes payable at age 62, the total benefit amount (social security 
plus pension) is constant throughout the entire retirement period. 
To provide this constant benefit for later ages, the ir.:t:al pension 
must be fully indexed throughout the period. Tnus, at the cost of 
the current CSRS, it would be possible to replicate the level benefit 
approach of the current CSRS. (However, as noted above, the repli- 
cated system shows lower replacement rates because, at constant 
cost, the social security program provides relatively high portabil- 
ity and ancillary benefits and less benefits at retirement.) 

FiciJiw l-5.-Backdrop Plan RepJicatkm Vamtion-Suigle Worker Age 55 With 30 
Years of Service, $30,000 Final Salary 




Figure 1-5 shows the pension replacing about 30 percent of the 
worker's preretirement salary, with social security providing ar- 
other 15 percent for a total of 45 percent, compared to the current 
CS«S rate of 53 percent for the same worker. The social secuntv 
benefit is prorated to show only that value earned during the Fed- 
eral career. The supplement payable from age 55 to the beginning 
of social security benefit* at age 62 costs about 0.7 percent of pay. 
If the supplement were not paid and the savings restored to the 
basic pension, the pension benefit would average about three points 
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higher, starting at age 62. However, the total m>laemtient rate 
wmild be substantially lower during amj^ to 62. 

The plan is also riiown with a rail OOLA after retibrement 
fits wmild retain their real value over tinw under thte provisdmi 
rather than ^lii^ in relatkm to prkes after retirenmit If the 
OOLAs were limited to 50 percent of the price changes meeuwuned 
by the CPI, the plan would cost about 4.3 percent of pay less* The 
real value of pension benefits wmild decline cm average about 26 
perc^t betwerat age bB and age 80, relative to the imrchasing 
power of the penm<m at retirement 

Table 1-2 displays other changes, ami their effect on system 
costs, thai coulo be made to the pension plan in a new Federal 
system. 

7b6vkr 1-t--Chanf(e in Normal Omi Rsmulting Fhm% Alternative Demgn flmturrm 

OMtofBaclubtipPlan: S2.2 Pmeot of Piiyit^ 

Then the pesmoo co^ as a 

If the backdrop olans btb sdiiMed by: percsnt of payvM chai^pm bjr 

No supfrimneiit More age 6S -^0,7 

No mtpptomsnt, aocsal aecuritjr offiet ap^M at relir^iiesit; 3 per- 

cent per 5near reductioo for rotliraMDtmKm -S.4 

FliU actuarial reduction for retii^^ -4.8 

COLAatSOpemmtofCn -4.8 

No OOLA ^ ^ -7,1 

Inctesw accrual rate 04 poitent a 3rear 

Reduce accrual rate 0,1 peit»Dt a year - 1,6 

Nora.— la ofbei plana, offiiet cbu be appUed when aocial wecuiity jmymmtB begin or at actual 

T1h> current CSRS provkto full retirement benefits at earlier 
than either social security or private pensicm plans. A new 
)ral crystam designed to oiscourage earW r^irem^nt wcmld 
iuoe costs because <^ a smaller number of retiring workers in 
rly years, aiMi the shortening period of retirercK^nt those who 
tire later Savings achieved from later retirement could be re- 
>red to the basic plan formula (by increaidng the ben^t accrual 
ite). This would reward workers who stay until later ages, and in 
>ifect, (ximpensate for the lower retirement benefits in any con- 
it cost plan that includes social security, 

F, DISCHKnONiiRY ERNKfTTS; CAPTrAi. ACXTUMULATION PLANS 

Any navini^ that might be mrhieved by early retirement r^uc- 
tions^ COLA cuts or lower accrual rates could be used to add ajap- 
ital accumulation plan, a common feature of many private sfmor 
and State government svstemsi. For this ^idy, tl^ supplemental 
plans are voluntary, with employers matching employee cofttribu- 
tiona, and are analyzed in terms of overall constant emplover cost. 
For illustrative purposes, the projected cost of the defined benefit 
pension plan was rrauced and was used to pay contributions of the 
empli^er (the Federal ipnremm^t) needed to match employee con- 
tributions for a capital aorumulation plan. 

The capital accumulation plans were designed with a 50 percent 
match of employee contrilnitions up to 6 oercent of salarv—repre- 
sentative of private sector plans. Because higher paid workers tend 
to save more than lower paid workers, including capital accumula- 
tim plans in the overall retirement system would distribute em- 
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fdoyer paid retirement heoeRU to higher incwoae workere. I«? ot^J 

trttrntiimal tilt to lower wage workers. Figure 1-6 shows a volmi. 
tal^capital accumulation pUm demgned to provide a torger mipple^ 
ment brfore age 62 for new Federal workers retmng at age 55. 

notms l-«.~Backdit>p Ptan Vartetfan: Ca|?it«l Acwmutetio^^ Worlw 




Filfure 1-6 shows a replacement rate of 50 percent for an em- 
ployee fully contributing to the capital accuraulaUon plan fordO 
yeare. Employees not cctttributing would receive 27 percent from 
pensions, about 3 percentage points less than if tiie same plan had 
no^pital accumulation plan and costs were held 
ployea partially contributing wouW receive an amount in between. 

^ployees could choose among various fornw of benefits tnmi 
the capitol accumulation plan. The benefit could be a lump fi«wn of 
accumulated amounts, or it could be an indexed or unmd^^ full 
life annuity. In Figure 1-6, the payment is shown « a^^o^rtep an- 
nuity with a fixed term as the first step (from age 55-62) and the 
remainder an indexed fuU life annuity to begm after a^ 62. Many 
private sector plans permit employees to bonjw 
amounts/ or to draw them down under specified conditions. DilTer- 
ent repayment requirements are established. * j 

The%)ital accumulation plans analwed in the study are mtend- 
ed to iUustrate the kinds of increased dbcre^ 
beiiven in retiremetot planning. The ba«c trade^rff for the 
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employee is between current or deferred compensation — salary or 
capital accumulation. These jAam were projected using the same 
economic, demot^Taphic and workforce assumptions that were used 
for the l^ic plans— including interest rates. 

One feature of capital accumulatitm plans distinguishing then; 
from traditional defined benefit pension plarw is that a segregated 
savings account is set up for ^h particii^ting employee, the size 
of which is determined directly by the ammmt of employee and em- 
ployer contributions and the interest earned by the account Thus, 
employees leaving on employer will take along the value of this 
savings account, and will be given considerable discretion about the 
kinds of uses that may be mtade of it Such a provision in the Fed- 
erfid government retirement system would not necefi»arily increase 
the normal coat of the system, but it ccmld change the timing of 
budget outlays- (See Appenduc B for a discussion of this point). 

It should be recognized, however, that the provision of such em- 
ployee flexibility could take place within the context of defined 
benefit plans. Under these plans, employers build up reserves for 
employees during their work careers. Defined benefit plans could 
be designed to permit employees to withdraw part of this r^rve 
under certain conditions, thereby increasing current income but re- 
ducing the benefits available at retirement. 

G. ANCILLAKV BKNKFIT8 

Retirement system design usually emphasizes the benefits pay- 
able to full career workers who retire and can draw immediate 
benefits because they have met the age and service requirements. 
A complete retirement system, however, also includes benefits for 
individuals who leave the workforce before full retirement, either 
voluntarily with vested rights to take oUier employment or be- 
cause of death or disability. (Chapter 4 of this study includes a com- 
prehensive description of disability and survivor benefits.) 

These vested, disability, and survivor benefits, called ancillary 
benefits in this study, account for a substantial part of the cost of 
retirement systems— whether in the private sector, in State govern- 
ments, or in the Federal government. Together, they cost about 5 
percent of pay — or one^ixth of the cost of the current CSRS. 

The social insurance philosophy of social security is extended to 
the ancillary benefits as well as primary benefits. In general, the 
social security benefits are provided to dependent members of fami- 
lies of disabled or deceam! workers. These benefits refl^ the way 
the social security formula works, and thus, provide relatively 
higher benefits to dependents of Idwer income workere, includii^ 
those with short s^rviw. 

IVivate sector and State government retirement systems include 
ancillary provisions that supplement social security coverage. The 
current CSRS has, over the years, developed provisions for disabil- 
ity and survivors benefits necessary to meet some of the social in- 
surance needs provided by social security in other types of employ- 
ment. Private sector practices diverge sharply from the current 
CSRS. The social s^urity system provides disability and survivor 
benefits that are financed as }»rt of the entire system; individual 
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recipients do not pay extra for these benefits, which instead are 
paid for by all covered workers and their employers. 

In contrast, private sector coverage that supplements social secu- 
rity benefits for disability and death often is financed outside the 
overall retirement system. For example, companies provide life m- 
surance and disability insurance through insurance poUcies that 
are paid for by the company, but not as part of the retirement 
system. (Hay-Iluggins has estimated that these private sector pr^ 
irrams are worth about 1 percent of payroll.) On the other hand, 
post-retirement ^jurvivOr benefits are offered in the private ^-ector 
to retiring employees only if they, in effect, are willing to pay for 
them by accepting a cut in their basic retirement benefit. Ihus, 
postretirement survivor benefits are made available at the retiring 
employee's discretion, but at no extra cost to the sponsoring em- 

^'^^he current CSRS takes the middle road. It pays for most bene- 
fits as part of the overall plan, and requires reductions (but not full 
actuarial reductions) to pay for p«stretirement survivor benefits. 

/. Vested beneftts 

The current CSRS concept of the vesting and portability of bene- 
fits differs greatly from that of social security. The social security 
system is designed for employees who complete a working career 
having had one or a number of employers. By including the service 
from each job, a full social security retirement benefit is available 
at age 65 (or a reduced benefit at age 62). Under the current CbRb, 
on the other hand, only the retirement benefit eanied during IJed- 
eral employment is considered for payment of GSRS benefits. 1ms 
inhibits the movement of Federal employees to jote outside the 
government, and it reduces the value of vested benefits if employ- 
ees do leave Federal employment— particularly early m their 
career. The general design of the vesting provision in the CbKb is 
similar to that of a private sector pension plan. If an employee 
works beyond the vesting period, 5 years for CSRS and 10 years for 
most private sector plans, then the benefit is payable at the normal 
retirement age— age 62 for CSRS and age 62 or 66 for private 
sector retirement. However, unlike the private sector practice 
where, by the Employee Retirement Income Securi^ Art of 1974 
(ERISA) rules, employer contributions must be vested with the em- 
ployee, the CSRS employees can divest themselves of the emptoyer 
contribution through a return of their own contribution. Even 
though interest is not credited on these contributions (interest is 
required in the private sector) most employees remove this contri- 
bution and thereby lose the vested benefit. 

t Dimbility benefits 

Disability benefits are available to workers who are not able to 
continue working because of a disabling condition. For the most 
part the disability does not result from an miury or accident suf- 
fered on the job; such disabilities are covered instead by Federal 
and State programs for workers' compensation. 

Benefit eli^bility and amounts for disabling conditions or long- 
term illness differ substantially in private sector and the State gov- 
ernment retirement systems. Generally, private sector plans pro- 

4^ BEST COPY 



27 



vide salary continuation for short-term disability with an orderly 
transition from short- to long-term disability benefits. The current 
CSRS has no provisions for int^ratin^ long-term disability benefits 
with accumulated sick leave that provides short-term protection. 

Initial benefits in jirivate sector and State government plans for 
intermediate and long-term disability are often more generous 
than those provided by the current CSRS, It is usually much 
harder to qualify for private sector long-term benefits, however. 
Such benefits deteriorate over time because they are not fully ad- 
justed for inflation. 

Disability may strike at any time in a work career and because 
of this, the difference between the current CSRS and a new Fed- 
eral system may be more readily apparent than would differences 
in retirement benefits. The vast m^iority of Federal workers cov- 
ered by a new system will not retire for many years, but disability 
benefits under the new system would b^in to be paid shortly after 
implementation— as new workere become disabled— and could 
affect many workers quickly. Thus, advantages and disadvantages 
of the new system comi^red to the one governing fellow workers 
hired before 1984 might be readily apparent to both old and new 
workers. 

Many design choices concerning disability retirement benefits in- 
volve trade-offs. When the current CSlfe disability retirement 
system is compared to practices in other systems, it is apparent 
that provision for more adequate benefits, but with stricter eligility 
requirements, would be a possible tradeoff. 

The study recognizes that disability benefits will have to be 
changed significantly just to accommodate social security coverage. 
Private sector disability insurance, when coupled with social securi- 
ty, typically provides 60 percent or more of pay; compared to re- 
placement income under the CSRS whicl^in most instances is 40 
percent of pay. On the other hand, fewer employees receive the 
long-term benefits because of a stricter definition of disability. 

A new disability system that providers a higher benefit but re- 
stricts the definition could be introduce for the same approximate 
cost as the current CSRS disability system. One variation consid- 
ered would be to permit a disability eligibility condition similar to 
the current CSRS (inability to perform current occupation) for a 
period of 6 months to 2 years. 

Two other important and related considerations in the design of 
the disability benefit are the minimum benefit provided and the 
offset for social security, Becaui^ employees can become disabled 
early i the career, and because they generally have little or no 
other supplementary income, it has become accepted to provide a 
high level of replacement income quickly. Also, when disability is 
paid through a Iong*-term disability (LTD) insurance arrangement, 
which is typical for salaried employees, the social security offset is 
usually applied fully to the benefit paid by the current employer. 
Thus, the typical private sector design for salaried employees is to 
provide a percentage of jmy minus the full social security benefit. 
Variations on these options are considered in Chapter 4--ni, 
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S. Survivor benefits 

Surviving spouses of Federal workers, and retirees covered by 
social security plus a new int^^rated pension system, may be eligi- 
ble for benents that could be substantially smaller than those cf 
the current CSBS. By deflnition, int^rated pension systems 
assume that social security benefits are |>ayable, and therefore 
reduce pension benefits to account for that mcome. However, some 
widows or widowers of covered workers are not eligible for social 
security benefits because they are too young, or have no young 
child, or earn too much. In such cases, the survivor's pension 
amount, calculated on Uie assumption that it was a supplement to 
social security, could be less than the benefit available under the 
current CSRS. When social security survivor benefits actually are 
pa3^1e, the total benefits from the M and the new program 
would be more comparable. 

In contrast to priwte pension plans or many State plans, the 
current CSRS do^ not require retirees to acce^ a ftiil actuarial re- 
duction to pay for spouj^ survivor coverage. Private plans pay at 
least 50 percent of the actuarially-reduced pension, whereas CSRS 
pays 55 percent of the unreduced amount. According to estimates 
made by Hay-Huggins, at the current time CSRS subsidizes about 
one-half the cost of this spouse protection. 

The private sector and the current CSRS differ markedly regard- 
ing benefits to survivors of workers who die before retirement. Life 
insurance available under the Federal system is smaller and, in 
some cases, much smaller, than that available under most private 
group plans. Most private employers provide insurance ^ual to 
two times pay at no cost to the employee; whereas, the Federal 
system requires that the employee pay about two-thirds the cost. In 
addition. Federal life insurance pays one times pay (two times if 
the employee is under age 36). Under the current system, annuiti^ 
to the survivors of younger workers who die while still emplo}^ 
can be quite small, equalijig about 22 percent of final pay. 

The survivor benefit discussion in Chapter 4-IV incorporates a 
review of the full range of survivor options from the current CSRS 
to the private sector. A new Federal system can incorporate any 
number of "actuarial equivalent" options that do not involve any 
additional costs to the employer. The new system could provide the 
same minimum benefit for vested employees that is now required 
for private sector plans. If an employee elected this survivor option, 
the benefit assumes the vested employee would have retired the 
day before he or she died. 

One consideration is the appropriate level of benefit. Private 
sector plans design a benefit as though the employee were receiv- 
ing social security and then pay a portion of that benefit to the 
widow or widower. Since the receipt of social security benefits by 
the widow or widower is not necessarily coterminous with the bene- 
fit to the retiree, however, this can create a perceived inequity in 
some cases. 

A second consideration is the share of the cost of anypostretire- 
ment option between the retiree and the government. The private 
sector generally requires actuarial equivalence so that the employ- 
ees pay the full cost of the benefit. Social security provides an enti- 
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tiement that requires no election or cost on behalf of the retiree. 
CSRS falls between these two approaches by requiring an election 
and a payment, but the cost to the retiree is less than the full actu- 
arial equivalent. Thus, the employee and the government both 
share in the cost of the current system. Chapter 4-rV oKamines the 
options available in this area from a full actuarial reduction to a 
full entitlement. 

A final important consideration is the definition of a dependent. 
Gearly, the current spouse at the time of death should be consid- 
ered a surviving dependent asid be entitled to a benefit. Children of 
deceased employees or retirees ^er the current CSRS are paid 
similar benefits under social security, and therefore, the social se- 
curity children's benefit would not necessarily have to be supple- 
mented. 

One type of dependent entitled to a social security benefit but 
not under the CSRS system or the private sector system is the de- 
pendent of a living retiree. It is assumed that a supplemental 
system will also not pay benefits to dependents. 

A final important question is the entitlement of a divorced 
spouse. Chapter 4 examines the various divorce situations that can 
occur, including a divorced surviving spouse and a divorced spouse 
of a current living retiree. The various methods of providing bene- 
fits to these divorcees are examined. 

VII. Five Illustrattve Plans fob a Nbw Federal Retieemknt 

System 

After analyzing changes in program features, five illustrative 

frtans for a new Federal retirement system were developed (H^se 
ive plans are discussed at length in Chapter 5.) No attempt was 
made to develop ''most likely, or ''most feasible'' retirement fifys- 
terns. The ones shown here illustrate the range of poraibilities, 
highlighting the analysis of specific design issuer in the context 
a complete retirement system. 

The vesting, disability and survivor component!: of the five illus- 
trative pluns are held constant so that emi^hasls can be given to 
the retirement benefit issues. The disability plan is consistent with 
private sector practice. It is slightly more generous than the cur- 
rent CSRS, but with a more restricted definition of disability after 
two years. The survivor benefits are ccmsistent with private sector 
practice and closely replicate the current CSRS. 

The accrual rates for the fwe plans have been calibrated to 
achieve emplwer (X)6ts comparable to the cost to the government of 
the current CSRS. Hie CRS artimate of entry-age normal cost to 
the government as CSRS employer is used as the basic cost for 
each of the illustrative plans. (In each case, cost to the government 
as employer is set at the current CSRS employer co6t of 25.2 per- 
cent of pay— 32.2 percent cost of benefits minus 7 percent emfAoyee 
contributions.) The amount employee pay for retirement gnM^em 
benefits is an important variable, and the plans assume different 
levels of employee contributions. Three of the systems include cap- 
ital accumulation plans in which employees decide how much to 
contribute. The following table briefly describes the provisions of 
the five illustrative plans. 
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TABLE 1-8.— Continued 



P^ovi^NS CoMnoN TO All Plans 



Retirement: & yeam. • 
CapitaJ accumulation: Immediate. 

Definitkm: Ftivt 24 months, unaUe to perfonn in poeation; after 24 UKHitha, totally 
and permanently disabled for my occupatim (social seourity ddiniti^m). 

Amount: 60 percent of pay minus social security^ or acarued retirement ben^Ht 
whichever m greater. 

Survivor tfenefitB 

Preretiremmt death: 55 peromt id accrued retirement beneiita. 

Pdstretirraient death: If elected^ cauaes a reduction in the retirement annuity of 
2,5 percent of first $3,600 annualljr; plus 10 percent on amounts over $3,600; survi- 
Yor DCKnefit is 55 percent annuity before rsouctica. 

Service requirement 

Immediate retimnent: 10 years at age 55 with ftill actuarial reducti<m. 
Deferred benefit: 5 years, payable beginnii^ at age 62. 



Plan I is a 100 percent <rf&et plan and was chosen because it 
most closely matches the ctirrent CSRS benefit distribution across 
income clasises. All i»iovkions <tf the current CSRS excef:^ disability, 
benefits are retail^* Costs are held conirtant with the current 
system and employees ccmtribute 7 percent of pay minus the sodal 
security tax. 

Plan n, a 50 percent offset i^bn, is representative of many pri- 
vate sector pensions, although costs to the government as employer 
are shown here to match tlKxse of the current CSRS* There are no 
employee contributions excei^ social security taxes* 

Plan ni modiiies Plan 11 levering the accrual rate sufBciently 
to provide for a capital accumulatkm plan^ but maintaining tbb 
same total cost to the government Under this voluntary plan, the 
govemmenty as employer, matches 50 percent of Uie employee con- 
trilmtions up to 6 percent cf pay. 

Plan IV is also a 50 {lercent crffset plan, but it has been changed 
to resemble cloe^ly t3rpical private sector practices and accommo- 
dates a more liberal capital accumulation plan. Early retireni^t 
reductions of 3 percent for ^urh year of retirement before age 62 
are applied, and the COLA is lowered to one-half of the CPI rate. 
Savings from these changaB were used to increase the accrual rate 
and to ^d a generous capital acctmiulation plan that matches emrh 
employee dollar with a dollar fnMn the employer, up to 6 percent of 



Flan V is an add-on plan, and was selected because it illustrates 
distributions common in State government pensions and the milh 
tary retirement system that do not attempt to counteract the tilt in 
the social securitv benefit formula favoring low income workers* 
Plan V includes the same early retirement reductions of 3 percent 
per vear and one-half CX)LA as Plan IV, with the savings similarly 
used to increase the basic benefit to provide a gimerous capital ac- 
cumulation plan. 
Figure 1-7 displays these plans side-by-^side, for workers retiring 
^ at a final salary of $30,000 with 30 years of service at three differ- 
ent ages. In Plans I, II, and III, supplements equal to th^ anticipate 
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ed social Gecurtty ben^t imyaUte at age 62 would be paid at a0» 66. 
F\asa TV and V hawe no pro ag e 62 suraienient and show ponakm 
iNHiefitB 15 percent lower at lun 66 for tbe same number of years of 
service. At age 67, 'whm sodiu security reductkms wimld no kmgor 
offAy, all plans would show suhrtatially hi|^r initial booefits. 

FVotms 1-7.— Oompariaon of Fhns lUitstnitive PUum 9t OomUaat Kmokym Cost: 
Grow Replacemeot Rates for s 8itt0e Worinr with 80 Yean of Serrioe— |S(MXW 
FfauU Salary. 



Figure 1-8 also comparea the plans' distribution by income. Plan 
I, a 100 pert^nt of&et plan, actually distributes total benefits 
upwani through the salary scale. The dSset is applied at age 62 
when social securi^ benefits begin, but the social security formula 
computes full benefits payable at age 67 and then reduces them for 
early retirement. Hie effect of the reduction is more pronounced at 
lower salaries because social security provides a larger share oi the 
total benefit for lower salaried levds compared to high. Under 
Plan I, the total gross replacement rates would be constant across 
the wage scale for retirees first receiving their benefits at age 67 
when the social security reductions would not apply. 
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Plan n has tiie same oort to Um Federal fgm^amsoaixi m Plan I, 
but because emplmrees pay cmljr social aenuitiy taxes ai^l ^ 
ocmtribute to tte plan« ue be£;efits of Han 11 aro somewliat kmor 
than Plan L (Plan I requirea a contributkm (social aecoj^ 
^us pulsion pcmtiibutiim) of 7 peroent, equal to the current GS9R81) 
Flan n is a 50 percmit <^Giet plan* and ncA (Abetting the sodal 
security tilt entir^, dirtributos mote in total braik^ts to lower in- 
ocHnes* This incraM distrilNttion tilt would be more pronounced f(Kr 
retirement at age 67, when tl^ social Mcurity early retibrmnrat re* 
ductimis are not applied 

Plan m is a 50 pedrcmt crfftiet plan, but also has a ciq>ital accu*^ 
mulation plan to nHhidh omidoyees may omtribute up to 6 percmt 
<A t]^3ir salaries and receive an employer match (Mf one^ialf ^ that 
anumnt Tfc^ dktritmti<m Kxom tlM^ salary scale of Ran DI m un- 
certain because total ben^sfHs based cm the gorq^nment's share <rf 
the carts impend upcm eadi employee's partkhsatlon in the capital 
accumulation f^lan. Employees who do piutlcipate in the cafHtal 
aceumuiatKMi plan would receive less than in nan II, but by par- 
tidmiting, employee retirement income can be higfaor than in loan 
n. Full participatimi during the entire care^ wmild ytokl r^^dace- 
ment rates that at all salary lei^ wmild inu^eed those ^ the cur- 
rent CSRS, While working, employees wouM be cimtributing a 
greater share of tiheir incmnes for tl^se retirement bei^its. 
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Plans IV and V have early retirement reductions of 3 percent 
per each year under agt. 62. Ac«mlin^y, 7«J^«l¥f*^ ^ 
would have lower benefits than in Plana I, H. and IE. ^'^^J^ 
IS at age 62 receive lar|^ ben^te at i^in^^ 
pK, but because plans and V also hare 50 PJ«^^^ 
C^fits would erode in value over the years after retirement Ben- 
^ p«ySte frem plans I, n, and in, are 
S inSaC and aiTnrt eroded over tii^TJ^e 
retirement and COLA reductions were used to pay fora more gen- 
erolw capital accumulation plan that would yield hi0i initial re- 
placement rates to workers who pMticipate. 

Wan IV is a 50 percent oflfeet; Plan V ta an aji^- The p^^on 
val^are the sai^acn»s the salary sca^e for Uie aAi-on^ tJien^ 
roa^^ completely the social security ^Jstigutipnal tilt for 
SSl ben^it di^ributiona The «) P^^^^^ TU^ofZ 
matches the income distribution erf plans n and UL 
Saiw^partially counteract the distributional tilt of scocial security 
by providing higher pensions to higher income workers. 
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CHAPTER 2: PRIVATE SECTOR AND STATE GOVERNMENT 
RETIREMENT SYSTEMS 





lliere axe over 800,000 mivate sector Jad over 50 State govern- 
ment pension plans. While there is wi# vari^ in pmmm plan 
design, there is sufikient uniformity to enaUe development oi il- 
lustrativie or "representative" plans to be used for compcirison to 
the current civil sea^ioe retirraient ssnstem, and to guide the analy- 
sis a( ij^am for a new Ve^artd flystem. 

Private sector ocganfantioos and State govmrnmrats have had 50 
yeare ai experience designisg and openittng pem^ systems that 
are built upon social security and that oomplBment this bask sodal 
insunanoe aystem. I^ate government oocwdination techniques differ 
somevrhat from private oompanies, in part because most States had 
'— systems for their employees abeady in place whm social 
. ^'^S???!! extended to State government employees ef- 
tve in 1951. The mi^fnity of State pension syst^ns compote ben- 
- without regard to social security benefits, and State empk^yees 
■ ~ must not only pay social security taxes but also must make 
utions to then* pension svstem. On the othw hand, most pri- 
vate artnpanies established their preset praMon plans after social 
security Nras enacted. Most of these have retirraimt benefit formu- 
las inte|(kBted" with social security. Few partKaponts in private 
pension pla^ are required to contribute to them. 

The featui^ emphasbmi in these private sector and State gov- 
ernment representative jdans developed CRS, deitmis» under 
what conditions Mpk eligiUe for bcmdits and how much they 
receive. SpedfkaUy, ^ features ddlne: 
—conditions for eligibility (vesting), 
—when bendit payments can b^gm, 
—the amount m benefits, and 
— nostretirement inflation a4justment to braidSts. 
Smgle Federal statutes define the features of the social security 
system and the civil service retirement system, but Federal law 
only establishes m i nhn um standards for private penskm plans. The 
number of private pension plans consist of varied combinations of 
design features. Most p^on phms are established 1^ a single firm 
to cover its employees. Some plans are negotiated under a collec- 
tive baraaming agreement, while otheis are established solely at 
the employers initiative. 

This section mimmarizes the scc^ compositioii, aiMi features of 
private sector and State retirement systems. Tbey may be consid- 
er«i a multilayered combination of social security, a pension plan, 
and in many cases, a suf^ribmental capital accumulaticm plan. 
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About one-half the privat* sector workforce is not covered by a 
compLT^P^ pension plan and may ultimately have to re y 
STJociS JSowity aid perwial savings, these persons are usuaUy 

'^^^J'^r& h^^ P«7ded comprehensive i.^- 
roaUon on private and State pension plans and eajte «f ^ ^n- 
sSuct four representativ© examples of ty^^non-Federal pen«<m 
to be^ap«««d with the Went Althoi«h very few 

5Sn pUi^re^^y alike* ^ constructed plwis contain 
Sommonly found'^in the ';^U,I^'T^^ 
benefits provided to large numbers of aaUmed employees u e., 
whito collar employees). 

II. Private Ssctpor Rotireiibnt Swtkms 

Private pension plans originated in 1875 when the American de- 
press Company established a system for retirmg, at «>mpa^om- 
?ial8' discSion, oermanently incai»citated workers ^ J«asf Jf 
years old who haTworked at least^ years. (Murw .^aU- 
WrT Industrial Pension Systems, New York: Indufi^ RelaUons 
cSI^lora^l. Vol. 1, pp. 20-24.) In the early 19Ws, 
rSy growing corporations-prindpally radroads, utilities and 

SKSSd r&ea^t plans. H^*?„^'S"sX: 
dating the ememence of social secunty m the United States, 
evolved from two kinds of arrangements. 

A. EMPLOYKKHBPONSORED PKNSION8 

Partly out of response to the deficiency of employer-flippnsored 
peSS. employ^anizations with a tradition of collective setf- 
Kelp developed pension arrangements for workers 
to an occupation was more pronounced than to any P^J^cwlar em- 
ployer. Ear^ railroad worker associations supported both empWer 

Sna employ^ sponsored pensions and «X^„J^«l^Sfo? 
insurance and old age assistance among their pnraary reasons for 

^"^plwee-sponsored pensions were often successful in Drovi<Ui« 
beSte towbrkere who stayed within the same typ« of employ- 
ment but who worked for more than one employer, h^^er^ 
method of financing th^ a»«TO«E*«l 

lems. Most were fmanced through ad hoc ^^^^^^-^^^^^ 
coUected from workere to support current retire«^ In the^ij 
years, the ratio of workers to reUrees was j^orable, bf f^J 
bavments were easily affordable. In such a system, as the number 
of retirees increases, either the number of workers must also in- 
SeS^the a^mts contributed by each worker can become un. 
acceptably high. 

B. KMPLOVKB-fiPONSOBKD PENSIONS 

Although many employers had long maintained i^f"^ ^TJ"^^ 
ments for old or infirm employees, the primary force contnbutm|f 
to the development of employer-sponsored pensions was competi- 
tion for employees. Pensions could attract eroplcyee« and encwir- 
^ them to remain and retention of experienced employees had 
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ccMnpetitive advantages. Employees whom age or innnnitias caumd 
their productive capabilities to fall below their salaries could be re- 
moved in an orderly and humane fashion. 

During the early years of the pension movement^ employers had 
sole discretion over the imjrment of beneflts, Thm, employes could 
be discouraged from leaving because of the forfeiture of pension 
rights. Company control over pension payments also m^mt that 
beneHts were not necessarily secure. Employers undergoing finan- 
cial strain could and did cut back or eliminate pensions when the 
funds necessary for their payment jvere not available. 

In the 1940s, and 1950s the number of employer-sponsored pri- 
vate pension plans grew rapidly, stimulated by the following fac- 
tors: 

L Government wage and price controls during World War II 
that prompted employers to offer and unions to seek retina- 
ment benefits as a means of retaining and compensating 
workers for increased efforts without contributing to infla- 
tion; 

2, A 1947 Supreme Court decision that upheld a National 
Labor Relations Board ruling requiring employers to bargain 
in good faith over the terms of pension plans; and 

3. A 1949 steel industry determination that pensions are an ap* 
propriate industry responsibility. 

The following table snows that the number of private employer- 
sponsored pension plans has grown from under 1,000 in 19^, to 
over 800,000 plans. Private pension plan assets now total over $900 
billion. 



Source: Employiee Benefit Kesearch tn«lJtute. 

The minority of pension plan participants work for companies 
with large pension plans. Two percent of all plans cover 75 percent 
of all participants. About three out of every four participants are 
covered by plans with 1,000 or more participants. Forty-five per- 
cent of all participants are in very large plans with 10,000 or more 
participants. 

C. SOURCES OF DATA I- OR FRIVATK SECTOR SYSTEMS 

The major features of private pension systems were identified by 
analyzing the following data soun^: 

1. Bureau of Labor Statistic (BLS) 1982 survey of employee 
benefits (data from a sample of 1,500 establishments with 
employment representative of 21 million workers); 

2. Hay-Huggins 1983 Noncash Compensation Comparison (data 
on 854 financial* service, and industrial companies); 



Table 2-l.—PnvaU Employen^nsoreii Fensum Plans 



Year 



1939, 

im 

1964 
1974 
1983. 



III efj^ 

659 



'Z4J879 
102,626 
423,482 
803,952 
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8. Bankei^ Tnwt Campany 1980 <^n»rate Ptemjon P^^gJ; 
(data on 325 company pension plana covering ».4 muuon 

4. Wyatt Company 1^ survey of reUreroent, thrift and pjwfi^ 
siring plans (data on salaried employees of 50 very lai^e 
U.S. industrial corowmies); and , , . . 

5. Hewitt Company 19^coroperis«i .stiufafeof salaried employee 
benefits provided by 659 migor VS. . . ^ . 

These date sourees were supplen^nted by (1) ^ifl 
flatten andfension benefits prepared by researchers atthe North 
Knrsiate Univemitv, (2) the Andean ^^Ji^^^ 
tuaries (ASPA) survey of small- and medium^ firms, (3) the Con- 
B«r«3 1981 Wofile of Employee Benefits, and (4) discus- 
sirihs and consultations with pension experts. . . . • 

Th^ data sources supported a comprehensive description of pri- 
vate ^>e^"in1ystS^ In total tKe data (1) are broadly bas^ 
and ^r small-, ^ium-, and laige^^ companies; «id (2) 
showS that pension plan characteristics did not vary m^^^^^Jy 
mnong the ferent sources. Variances oo»Ud generally be ex- 
X^ld by the nature of the data base and the types oj plans in- 
cluded ornot included (e.g., some data sources were pnncipally lim- 
iSd to plans fSr Saried%mployees while other data sources also 
included plans for hourly wage workers). 

Unless noted otherwise, the BLS figures are a percent of partic^ 
p«„S while the figures from the oSier sources are a percent of 

'''xhe remainder of this chapter discusses features of private sector 
J!^U>nTyl^S^. L reveale/by the soure.« of data ^^^^^^ 
dLcussions of particu ar features, one or more data sources may oe 
Tf theSurce did not include information on the particular 
feature being considered. 

D. t-EATUKKS OF PRIVATE SECTTOB PENSION SYSTEMS 

?, How eligibility is established 

When an organization establishes a pension plan, it n»"ft decide 
who "! eligible to participate and bow long a narticioant must work 
Tn oiSer to' enUtled to a pension. A singfTempW p^ may 
Sver all of the employees of the compaiij^, or it "fX J^**^^^^ 
onlv oart of them. Some comoames establish several diltereni 
ofaL to wver different groups ofemployees. For example, separate 
miX be ^lished fSr salaried employee^, hourly nak em- 
SoJ^ or empl^ covered under ^ particular collective Warn- 
t7m^^^nt. Z multiemployer pension plans, many emip^wejs 

^^rt^ipato in the same dan. All employ.^ ^Z^'^nt'^^T^ 
are made under the collective bargaining agreement usually are 

^S^e the passage of the Employee-^rement Income Security 
Art^Df 1974 (ffiF, companies had^ broad discretion in ^tBbl^- 
ing plan eligi^Ui^^^^^ minimum standards, how- 
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ever. It deflned participation requirements and the length of serv- 
ice required for pension eligibility (vesting requirements! 

a. Participation requirements,— At the time of our survey, most 
plans in the data bases examined had participation requirements 
more liberal than the minimums impo^ by ERISA, Plans could 
not require an employee to complete more than one year of service 
or attain an age greater than 25 as a condition of participation in 
the plan With the recent passage of the Retirement Equity Act of 
1984, pension plans must now include workers either age 21, or 
who have completed one year of service, whichever comes later/ 
Participation in the civil service retirement system (CSRS) is im- 
mediate. 

TABLE 2 2 - PtRtOO Of SERVKX RfQUIRtD FOR PARTiaPATlON IN PfWSION PIAN 

[In (KTDWt} 



[RtSA mmim Mi^Ktord jJ fifne of sutwf ^ 30 43 

mors ttw* tfwf) ERfSA at frfne of Jufvpy 70 70 57 



khp ftS <qtww tn pwowt dt iwtK9ff^ 0«>er (Ml mm m perowl el ptom 

Some defmed benefit plans exclude employees hired after a maxi- 
mum age, ERISA states that the maximum age cannot be more 
than five years before the normal retirement age. Thus, a plan 
with a normal retirement age of 65 may exclude employees hired 
after age 60, 

b. Vesting requirements.—ERlSA contains thrw vesting sched- 
ules from which employers may choose. Sometimes the Internal 
Revenue Service, which also r^ulates private pensions, may re- 
quire faster vefiting. In order to continue to qualify for special tax 
treatment certain plans, especially those of small companies may 
be required to grant vesting at a faster rate by IRS regulations, 
''Vesting" refers to a worker s having earned the right to a retire- 
ment benefit from a plan, even if he or she does not continue to 
work under the plan. 

Table 2-3 showrs that a large rm^rity of private pension plan 
participants must have 10 years of covered service before they are 
entitled to a pension upon reachiiig retirement age. Smaller plans 
that are represented in the American Society of Pension Actuari^ 
survey tend to have shorter vesting periods than larger plans. The 
current CSRS vests with five years of service, but gives a more lim- 
ited yesU^ right than do private plans. In CSRS, deferred benefits 
depend upon employees not withdrawing their contributions to the 
system upon resignation. 



' if a plan provide© full and immediate vesting for UI partkipanto, it cm require emplaye«s to 
be 21 with three years of aervke in order to partkipete 
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TABLE 2-3.-«R100 Of SERVtt RHWRED FOR VtSTMJ 



US TZ' mr in* Hw* «M 



T(Mt 



M 90 70 » 81 16 

JJ^ 12 10 30 20 19 H 

Federal workers have a nonforfeitable, vested right on^X ^t^ir 
own contributions. Workere with five or more ye^s service who 
^^dmw their pension contributions upon leaving Federa^ employ- 
I^nt7orfeit Slbenefits derived from employer contnbutiorw, and 
^We no nterest on their own payments' ERISA prohibits this 
^cil^ Si private pension plans. WhUe most P"^te serpen- 
JiOTTplans are noncontributory, vested emp oye«i who withdraw 
?hSr oSS^contiibutions when they leave their jobs do not lose 
tirement benefits based on employer contributions, nor do they ose 
interest earned on any payments they may have made to the plan. 

£ How benefits are earned 

In adopting a pension plan an employer n»y choose a cte/Jnerf 
6e^/ifpWa darned contribution plan or both. Each plan has 
ZrZn adv^tages and disadvantages to both the employer a-id the 

must also be made on what age eniployees 
TXZute\^th full benefits, how benefits will be affected by^ly 
r^poned retirement, and how large a benefit will be earned for 

vs. defined contributioru^A defined benefit 
pl^ piS^es a retirement benefit formula for computmg the 
Kai amount of the pension based on such factors as salary wid 
actum auiwuu ^»^„„i^ _ Hpfined benefit olan may provide a 




nant s years ot service, inis i» micn^ ^ Vr; 

E Another defined benefit plan mav provide a monthly peimon 
S to one percent of average pay during the last .five years of 
SiDlovme^t mukiplied by h^y^m of service. This is referred to 
r af^earni^related" plan An employer establishes a tax- 
Sempt tmst find into which contributions are made m amwnte 
Sat«lU. be sufficient to provide the plan's benefits Most d^ 
plans are insur^ thrmigh premiums Pf^^torm^v^ 
plans to the tension Benefit Gu«^ty ^^^^'f**^" ^^K' ns^^ 
orofit covernment corporation. Because defined benefit plans are 
^nti^lfy "^promise to pay," they are subject to funding and 
Xer Sdardli that do not apply to defined contribution plam» 
Knedber^fit plans specify benefit conditions and amounts that 
^ bf altered to meet tSe pension objectives of an fmp oyer Uber- 
Sions to the benefit formula can easily api>ly to all past serv- 
fo^ Site Sn also be tied directly to preretirement ^ings- 
S^ im^ftlTnt measure of acjequacy. Benefits are PrediJ^e 
SnpIojJees easily underetand the concept if not the actual operation 

o Emalov«e who leave the Federal workforce after working o« year but fewer tbao five 
,befS?S^» w^ivTb-ck their own C8RS c«.tnlmtkm plus u.ter«rt, 
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of the formula. Plan administrators have little difficulty specifying 
the accrued benefit values and expected benedta at retirement. 
Employees are therefore in a position to plan rationally and confi- 
dently for their retirement income. 

A defined contribution plan u» essentially a saving plan; it pro* 
vides a specific employer contribution to each participant's individ- 
ual acccmnt, such as 10 percent of pay. BiK;h account is also cred- 
ited with its share of pensiim fiind investment return^ including 
any increases and deci^ases in the market value d investments. 
The pension at retirement is bitted on what can be purchased with 
the amount acxrumulat^ in the individual's aoxnint It may be 
paid in a lump sum or a series oi installments over a period of 
years until the account is exhausted. The advantage of a defined 
(x>ntribution plan to employers is that tb^ know ecractly what the 
pension obligation is and, by the very nature of the plan, the bene* 
fits are fully funded at the time the contribution is made. Ihe em- 
ployee bears the risk of variable market performance — benefitting 
from favorable markets and losing from unfavorable markets. As a 
result, the ultimate benefit to 1^ received cannot be prescribed 
with certainty. 

Either a defined benefit or a defined contribution plan (or both) 
could be adopted for employees of the Federal Government. Seven- 
ty-two percent of the plans in the private sector are defined contri- 
bution plans, but 69 percent of plan participants are in defined 
benefit plans. Defined contribution plans are more common to 
small employers and defined benefit plans are more prevalent for 
employers with many employees. 

The structure of defined contribution plans departs from the cur- 
rent civil service retirement system and from the prevailing prac- 
tice of large non-Federal employers. In recent years, however, de- 
fined a)ntribution plans have often been ofifered in combination 
with a basic defined benefit plan. 

b. Years of service and flf^je.— Pension plans must specify condi- 
tions under which participants can b^in to receive benefits. Aside 
from the onset of disability or death, to be discussed later, these 
conditions are usually a combination of age and years of work. For 
example, the current civil service retirement system requires work- 
ers to be at least age 55 with 30 years of service for ''unreduced'' 
benefits to tegin. 

(1) Normal retirement age. —ERISA requires a "normal" retire- 
ment age of no older than age 65. This typically refers to the age 
when an employee is expected to retire and is eligible for an unre- 
duced pension. Many plans have liberalized their early retirement 
provisions to provide unreduced pensions before normal retirement, 
but they still classify age 65 as normal retirement age. As a result, 
the concept of normal retirement age has lost some of its signifi- 
cance. 

(2) Unreduced beneftts.— The majority of plans in this study's 
data bases, except for the Hay-Huggins survey, permit retirement 
at age 62 or earlier, with unmiuced benefits. At age 62, plans usu- 
ally require 10 years of service. The BLS data base shows that 
about one in five workers may retire with full benefits at age 55 or 
earlier provided they have 30 years' service. 
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TABLE 2-4. -WRLttST 9mmm AGE WITH WWaXJCtD BOftFUB 



53 57 «1 

Aje62»rew*ef 23 6 5 22 

Ajp 55 aatf 30 wvw... ■ j 

a* -us f»w» « »«twnB» o»« m» mm m m»* * 

The current civil service retirement system has been cntMsizai 
for its early retirement practices-allowing receipt of unreduceJ 
tenefite at ^e 55 with 30 yeai^ of service • Early retirement is 

two prinw reasons why CSRS benefits cost more than a typicd 
SrivIte^JSS plan. The iher reason is autonptica4justmente of 
Kliefite for price inflation. (See the cost analysis section of chapter 

^ (3) Early retirement with reduced beneftts^-Early retirement age 
in ibis study is defined as the earliest time » Participant 
retire and b^in receiving reduced retirement benefits. Benefiteare 
S^t^ly mhSd because they are payable over a ^ong^^^penodjf 
time. The following table shows that close to mne out (rf ten em- 
ployees are in plans permitting retirement as early as age 55, but 
with reduced benefits. 

TabU 2-5.-Permitted Retirement at Age 55 With Reduced Benefits 

86 

BLS 93 

Bankers Trust 93 

Hay ;;;;;; 92 

Wyatt 96 

Hewitt 9o 

^^^ ^^ figure* ft»* pert»nt of partkripwito. Other daU aoujws are percent of plana 

(4) Early retirement reduction,-¥oT workers choosing to retire 
earlv the first step is to calculate the benefits payable at normal 
retKt Se baLd on service to date, ^is — is juj^l/ 
then reduced by a <^rtainper^ntage for 

under the age for unreduced benefits (usually 62). TTus reflects uie 
longer payment period The normal retirement benefit is eiUjer ad- 
S to reflect the life expectancy of « 
th^t pension benefits begin (actuarial reduction), or redu<^ by a 
wrcentege for each yearbetween actual retirement and normal re^ 
KeS^e (arithmetic reduction). It is possible to reduce benefite 
sTS thf total benefit stream would be actuarially equivalent. 
aSid^ccoKiingly, whether the employee retired early or Ad "ot, 
wouldToT S the cost to the plan. Full actuarial reductwn 

Wd require reduced payments of «»><>XrrSurrmSbW ^- 
vPflr However private pension plans often reduce empioye«» ac 
IZi K^ion benefi... about ?our or f.ve pem.nt a r^^^^ 
retire early. (See page 234 for a discussion of how the Cite early 
retirement reduction was derived.) 

SST^iJrtSn.farce (RIF)» may qualify for reduced benefit*. 
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Table 2^ shows the percent of the full accrued benefit payable 
to employees retiring at age 60 and at age 55. Overall, someone 
could retire at age 60 and receive between 80 and 96 percent of his 
full benefit, or retire at age 55 and receive between 55 and 77 per- 
cent For example, workers entitled to a $1,000 monthly benefit at 
age 65 would receive a r^u<^ early retirement beneHt ranging 
fVopi about $550 to $770 if retirement came at age 55, 

TABLE 2-6.^ftRCMT Of EAWtED KNOT RECEIVtD AT {mm RETWEMENT m ' 



AlJfsW 92 80 » » 

MvS5 - 69 55 77 55 



Early retirement provisions are more favorable to ^ployees of 
very large plans* For instance, workers can retire from the top 50 
salaried plans shown in the Wjratt Companv data base and receive 
96 percent of their accrued benefit at age 60, and 77 percent at age 
65— lew than a three perwnt reduction per y^r below age 65, 

It should be noted that while pensiims are usually reduced for 
early retirement, plans sometimes offer supplements until the re- 
tiree be^ns receivmg social security benefits at age 62. This can be 
done in several ways. The Bankers Trust survey notes that early 
retirement benefits are increased for certain plans that reduce tte 
pension by a certain percent <^ the retiree's social security bendit 
One^half of the plans do nc^ apply the social security offeet before 
age 62, or the start of social security, when determining early re- 
tirement beneHts, (The other half would estimate die social smiri- 
ty benefit and ofTset a percentage of this amount, Tliis will be dia- 
cuissed in detail later.) 

(5) PMtponed retirement— There is no mandatory retirement age 
in the Federal Government. RM^ardlew of their Federal work- 
ers may accrue pension benefits until they reach 80 percent of 
their high-3 average salary, which occurs after about 42 years 
While the 1978 Age Discrimination in Employment Act (ADEA) 
Amendments do not permit mandatory retirement in the private 
sector earlier than a^ 70, defined ben^t plans do not have to pro- 
vide additional pension credit for service performed after age 65 
(i,e,, the normal retirement age specified in ERISA), *^ 

According to the BLS, 58 percent of private sector workers are in 
plans providing no pension credit if they continue working after 
age 65. Even so, a significant number of plans do provide some or 
full pension credit for service after age 65— particularly very large 
employers. Some companies adljuyst benefits upward actuarially be* 
cause of the shorter payout period; more often, if benefits are in- 



'^Current Uiw nNmirM that an active ptattidoant in a (Mined ccnirilHiUwi fNan miUFt cooUo- 
ue to receive an allocatton of company coninbution^ to spite <^ any attained age, whether 
beyond the |>lan s mMmal rotirement age or not. 
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cm«ed companies take ^^^^'J^^^ Th^tll^S^i^ 

into consideration in wmputu^.the benefi 

showB the extent to which credit is given for po8t-<>5 service. 

TABLE i-r-cim om for post-ss service 



MS >*» 



iU 65 'TP K 38 

mve» 42 >^ 30 3t 62 

$gm gr Ml en*.. 



SnfeTth^rShratteSl^todS^ representativeoractW 

iv h^«aUd^l^S5^Wn (accrue) a monthly dollar benefit, 
$lS fofeSd?y^^nrice. In this example, an emplovee with 
S^eare Sr^ woold receive $300 a month, regardless of his ^rn- 
^X^^eTs^J^emvloyeesTon the other hand, usually partici- 
• that Sv benefits related to earnings. A plan may 

SSSid^ JoJTJS^le^ne'^^nt of average salary for ^hy^r of 
A r^S«e with 30years service and an average salary of 
fl2^' woSldX^ive aTnaion of $300 a month, EmPlc^c^s 
* fu Ki^Vr Jl«rie8 would aa:rue proportionately higher dollar 
Snefi&lSjS'^^^^^ '*^»*' 
*^t£^*RI data show that about two-thirds of all particioants of 

^ISL^^rfSraL Itove a mde range of earnings. Providing the 
"^mSSSSi^' base.-Permom of about four-fifths of partid- 
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10 years. A shorter aimpensatimi base (such as the hidbest paid 
three yeaxs)produoes hi^^r benefits, assuming earnings nave been 
incmising. »>cial security and a small number of plans apply the 
benefit formula to career averaipe eamii^gs. Howev^, social securi-* 
ty earnings are indeed to age 60 and career average earnings in 
retirement plans are c^n increased on an ad hoc muaus. In the ab- 
sence of mi hoc inflation acUustment to career average Mumin|p», a 
career average c<Mnpensation base produces a much lower retire* 
ment benefit than one based on some average of fLoal yean' earn- 
ings. For example, a pension kised on final three years' average 
salary would produce a pension about twice as large as one bas^ 
(Ml average earnings over a SO-year career. The current CSRS uses 
the highest consecutive three yearo' average salary as the compen- 
sation base (i.e., ''high-5"). 

TABLE 2 8.--C0MPENSAriON BASE PERIOD FOR FINAL AVERAGE SALARY PLANS 



m Kir wm 



3^aiw^ 9 16 16 50 10 

^$fmm $7 83 W 46 76 

Otter 4 1 4 4 14 



3, Integration with social security 

Pension plan designs take social security benefits into account in 
different wajrs. Plans with benefit formulas that offset nart of 
social security's income redistribution tilt are 'Hnt^rated. Since 
social security benefits are weighted, or tilted, in favor of lower 
paid workers (see figure 3-4 in chapter 3), int^prated plans tilt the 
pension benefits in favor of higher paid workers. When the penaon 
IS combined with social security, overall retirement income is more 
nearly proportionate across the earnings scale, but still favors the 
lower paid. A plan will meet Internal Revenue Service require- 
ments if the combined benefits from social security and the pension 
plan do not favor higher paid employees. 

Other pensions plans do not int^^te their benefit formulas but 
provide a pension amount calculate independently of social securi- 
ty and are called ''add-on plans/' They maintain the redistributive 
aspects of social security. (See figure 3--5 in chapter 3J 

Nfost of the private sector plans included in the surveys are inte- 
grated with social security* For instance, the BLS data base shows 
that 64 percent of employees surveyed are covered by integrated 
plans* Other surveys snow hi^^^ percentages of int^:rated plans 
ranging from 66 percent to 96 pereent.N 

Pension plans generally use one of two basic methods to inte- 
grate plan benefits with social security — offset or step-rate* Table 
1-9 shows that the most common way, of integrating benefits is the 
oflbet method. Under this method, a portion of an employee's social 
security benefit is deducted from benefits that would oUierwise be 
payable under the plan's benefit formula. It may be consictered an 
equation: A— B^C, where the pension is calculated by reducing the 
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Mcrued benefit (A) by a percentage of the fwrker's primary social 
security benefit (B), The worker receives the net amount (O. For 
example, a plan may provide 9 benefit to a fuU-career worker of 50 
percent of final average compensation reduced by 60 percent of 
social secunty benefits. The net pension benefit provided (i.e., O 
will be m addition to the worker's social security benefit 

TABt£ 2-i~(xmmm of Boms wnn socml secuwiy 



_ _ _ *» «>»8 HirtB /W» 

W"*^ M 16 91 « 93 66 

(M) <») (M) W (70) (M) 

ittiS^lS!? ^11^ <^3) m) 

miekff^M^ 36 I« 9 4 7 34 

Ml 815 tigm Kt * m»* el nitKit»«i. (Mar dM spkos «c i pmM tl ptaw ~ 

Under the step-rate method of integration, the plan benefit for- 
mula wntains two different percentage factors. Workers earn a 
lower benefit accrual for compensation up to a specified dollar 
breakpoint (i.e., the integration level) and a higher benefit accrual 
for final average compensation above the br^point 

a. Offset plans.~The Bureau of Labor Stat&tics provided CHS 
with a special tabulation of the benefit formulas used by offset 
plans m their Survey of Employee Benefits." It shows that the 
largest group of participants is in plans providing a benefit accrual 
of about 15 to 1 75 percent of final average salary per year of serv- 
ice, offset by about 1.25 to 1.67 percent of social security benefits 
for each year of service. For a worker with 30 years' service, this 
would amount to a benefit of about 45-53 percent of final average 
earnings reduced by about 38-50 percent of social security benefits. 
These observations were confirmed by analysis of the Hay-Huggins 
data base. 

b. Step-rate p/a/w.— Step-rate plans establish an integration 
breakpoint above and below which two aozrual rates are applied. 
This added complication increases the difficulty of summarizing 
the benefit formulas in step-rate plans. The breakpoint used for 
about half the step-rate plans in the BLS data base is the average 
taxable wage base in effect over the worker's career. This would 
amount to $13,800 for someone retiring in 1985. The Hay-Huggins 
survey also shows that about half of the employers with step-rate 
plans use average social security covered wagtjs as the breakpoint 
and that the re«t typically use lower dollar levels. 

For step-rate plans that base benefits on final average earnings 
and use the social security average taxable wage base as the inte- 
gration oreakpoint, the most prevalent formula contains an accrual 
rate of one percent below the breakpoint and 1.5 percent above it 
for each year of service." 



"The t«bte. which is bf^ on m plans mitm fiiMl av«rage earning» fonnutas with a aingle 
'*SeeT«bl«in Appendix A. 
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l\mtntirement maintenance of real benefit levels 

Otner time, inflaUon erodes pensKXi bra^t values. A fixed pen* 
sioti benefit amount will lose about half its value in 10 yirars at an 
annual inflation rate seven percent VVliile private sector 6«n- 
pliers are not required to mamtain benefit levels, stirve||B 
sImiw that retirees fraquentiy receive ad hoc postretirement bendat 
a^ju^^tments. These p^usion mcreasM usually fall short of incr^ises 
in the Consumer Pnce Indra (C3PD. 

a. Automatic cost-of-living adlfwtmente (OOLAs)~Vnvaie pen- 
mm plans generally oo not provKte automatic costKif-living adijust- 
m^ts (OOLAs). TTw BLS survey eribows that only three percent of 
pension plan participants have full and autmnatic inflation protec- 
tion. Usually the increase is capped at about three percent Private 
sector workers, however, do receive indexed social security benefits. 

6. Ad hoc ac^ustmentB^—^iher than writing a '"blank diedk'' for 
unknown future costs, most private sector comities provide ad 
hoc postretirement benefit a4iustinenta Hie bLS survey shows 
that 38 percent of the pensi<m plan porticipants received at least 
one ad hoc postretirement cKlth>^Btment in the 1978^1 period. The 
Hay-Huggins survey shows that 57 percent of tl^ firms provided at 
l^ist one postretirement adjustment over the 1975-1^ period. A 
study by researchensi at North Carolina State Univemty dhows 
that most retirees received at l^ast one increc^ in benefits and 
many received substantial nominal benefit incr^ise^ during the 
mid'197Qs. 

c. North Carolina State University s^cuiv.— Researchers at North 
Carolina State University have conducted the most comprehensive 
assessment to date of a^ustments to pensokm benefits in response 
to inflation. Tli^ir study shows that ab<Hit threefcmrths of ^1 Ff^ 
1973 retirees received at least one pension increase over the 1973- 
79 period. One-quarter of the retirees received an increase every 
year. 

Despite these ad hoc increases, the r^ value of pension benefits 
declined. Average pension benefits incr^ml by 24 percent over tl^ 
six-period, oflkstting 88 perc^t of the rise in the CPI* (Duriiu; this 
same period the m climbed from 133,1 in 1973 to 217.4 in 1979, an 
increase of about 63 percrat) 
The North Carolina S^te study fmmd: 
—Portretir^nent benefit iiK^reasra vaiyjnibstant^ by plan 
size. The larwost plans with over 10,000 recipients incrMsed 
benefits by S6.2 percent during this period, compared to less 
tiian 15 percent tor plans with leas than 1,000 recifiients; 
—Benefit increases are greater in larger and unimuzed firms; 
—Persons who have been retired longer received larger in- 
cremes; and 

—Persons who have more years erf service typically receive 
larger increases. 

Ptetretireroent benefit increases were influenced by the collec- 
tive bargaining status of the plan* The study found Uiat benefid' 
aries in non-union plans had fewer total increases in retirement 
benefits and were more likely to have received no increase during 
the six-year period. Table 2-10 shows that during this time, tiie av- 
erage benefit of retirees in collectively baiigained plans rose by 28.6 
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pefwnt (or about 46.2 percent of U*e rise in tbe CPI{^co"?£"^j? 
S 5 percent (or about 30 percent of the nse m the CPI) for beneTici- 
ariee in noncollectively bargained plans~the type of plan most 
likely to cover salaried employees in the private sector. 

TABU 2-10 -miM mm fmm for persons rohied w 1973, by mmn. 

nUKMMNG STATUS OF PUN 



iobS 50.9 2,JS1 101.3 11.8 
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~s»»tt iwirt' I . Stew- G m>mi im^ k^ mmmrmm9»>m 

Plan size explains part of the difference between union and non- 
union benefit increases. Union membership is concentrated m the 
large plans. Average benefits in collectively bargained plans with 
more than 10,000 recipients rose by 42.2 percent between 1973 and 
1979 151 percentage points more than m the large nonunion 
olan^ The real benefits of retired union workers m the largest 
plans declined by 13 percent, as their benefit increases represented 
66.7 percent of the rise in the CPI. j . r n 

Retired workers in large nonunon plans did not fare as well as 
union workers. Average benefits in large nonunion plans having 
10,000 or more recipients increased by 27.1 percent, as shown in 
the following table. These increases offset about .Percent of the 
rise in the CPI during the six-year period. Thus, their real benefits 
fell 22 percent. 

TABLE 2 11 -^m. IN MEAN BENEFIT FOR PERSONS RETIRED IN 1973 IN NON(X)a£aiVElY 

BARGAINED PLANS • 
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S. Ancillary benefits 

In addition to pa;tring penmons at retirement, moot plang provicfe 
ancillary benefits m the form of aurvivor benefits and disability 
benefits. This sectiim first discusses benefits provided to survivors 
of workers who die before retiring (preretirement survivor annuity) 
and after retirement (postretiremcmt survivor axmuity), and tiwn 
dis<^»6es disability inomie provudmis in the private sector* 

a- Preretirement eurvivar owiaity,— Pension plans that provi^ 
for th^ payment of pmmon benefits before the pmn's normal retire- 
mmt age are required b^ ERISA to offer a survivor annuity* At ths 
time of (Hir survey survnnor ben^ts did nci have to be j^id if the 
worker died before reaching ^u-ly retirement age, even if vested 
The Retirement Equity Act of 1984 (P.L. 98-^), signed into law on 
August 23, 1984, now re<|uires that survivor benefits be pcUd to the 
spouse of a vested participant, regardl^^ of when death occure. 
However, payment does not need to be made until tlw employee 
would have reached early retiremrat age* ^ 

Unckr ERISA the emplc^r can cfaatge the cost ox providing this 
survivor protection to the fian participant For ^cample, an em- 
ployee's accrued pension bmiefit can be reduced for »»ch year the 
survivor protectum is in force. A typical charge is 0*6 percent o[ ac- 
crued benefits for every year the survivor annuity provision is in 
effect before the employee's death or retirement Most employera, 
however, pay for survivor projection as part of overall plan cost. In 
other words, if the worker lives to retirement tli^ plan does not 
charge tte participant for this preretiren^nt survivor protection. 
(Employers will have to reconsider the source of payment for the 
benefit in light of the liberalizations made by P.U <)8-397,) If a 
worker dies before retiring, the survivor's benefit is cal^niJated as 
though the deceased worker had reUred the day before death. The 
accrued pension would first be reduced for early ^'retirement'' (a 
reduction of four to six percent a year is common), then further re- 
duced actuarially to reinect the cost of providing a joint life annu* 
ity. ERISA reouires that at least one-lmlf of this redu^ amount 
be payable to the surviving spouse. 

The BLS data show that three-fourths of private pension plan 
participants are in plans providing survivor benefits equivalent to 
a reduced 50 percent joint life survivor annuity. In most cases, 
however, the survivor benefit was provided only if the participant 
died after reaching early retirement age. If death occurred before 
this time, survivor benefits were usually not paid, although, de- 
pending on family circumstances, survivors might receive social se- 
curity benefits. While plans will have to be amended, the Hay-Hug- 
gins survey shows that only 37 percent of the firms provided pri- 
vate pension death benefits if a particij^t died before reaching 
early retirement age. 

b, Postretirentent survivor annunitv.—Vnder ERISA, a pension 
plan providing benefits in the form of an annuity (i.e., periodic pay- 
ments usually for the life of the retiree) must offer a 50 percent 
survivor annuity at normal retirement age for married retirees, 
unless the employee elects another option. The pension is actuari- 
ally reduced to reflect payout over the joint lives of the participant 
and spo ise. ERISA requires survivor benefits to be at least one-half 
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the reduced amount paid to the partldpant during the^t livM.of 
the ooupie. If the retiree prefers a hitter betiefit in the form of a 
straight Ufe annuity (with the prasion stopi^ upon the retuee s 
death), the retiree must elect in writing to take the survivors 
bmefit.*' 

Twenty-three percent of all participants in the BLS data ba» are 
in plans providing the minimum 60 jpertent survivor benefit re- 
quired by ERISA. Most participants (64 percent), however, are m 
plans offering the payment of an alternative percentage at the re- 
tiree's option. Thi« generally is made available as an actuarial 
eqwvalent at no cost to the plan. 

6. 1)^sabiHty retirement 

Private pension plans usually provide income to workf.rs who 
become disabled a» well as to tlwee who retire. Under most plans 
workera must meet service and/or age requirwnento as well as the 
plan's definition of total and permanent 4isabiUtv. Service usually 
IS emphasised, rather than age. Private pensions have foUowed the 
pattern set by social security, which had only a service require- 
^nt According to BLS data, more than 60 percent of private p<m- 
«on participants were covered by plans that i[«q«»ro at least 10 
yeare of service to establish eUgibihty fot disabihty benefits. Pri- 
vate plans require an average of 11 year* of service for disability 
benefit eligibility, more than double the CSRS requirement of five 
yeare, and are somewhat more restrictive than social security s in- 
sured status requirement . X. . lOOA 

The BLS found that 86 percent of the pension plans m their 1980 
employee benefits survey had disability retirement provisions that 
supplemented disability benefits payable under social seainty." 
Two-thirds of the pension plans provided immediate benefits, and 
the other one-third provided deferred benefits, payable when Omt 
abled employees r«whed the «u-ly <»• normal retirraient age. uor 
abled employees covered by cteferred benefit plans usually received 
mterim benefits under Long Term DisabiKty (LTD) arrangero'&nts 
that their employers enter mto with insurance oompaniee. This in- 
surance is usually not considered as part of pensi<m plan costs. 

a. Immediate disability retirement-Tbe BLS found that nearly 
three-fourths of the pension plans calculate the disabihty peturon 
as if the employee were eligible for normal retirement; the benefits 
are not reduced for early payout, as they would be umler re- 
tirement. Because the disabled worker would haw teas <^ted 
service than if he worked until retirement age, the benefits are 
lower. If the employer also offers an LTD plan, hrpically the LTD 
benefit is reduced by the fiiU amount payable from the penraon 

^*Over four-fifths of blue collar workers with disabUity retirement 
coverage are in plans with immediate benefits. On the other hand, 
white collar workers with disability benefits in their pension phins 

•'Under Um ReUtvment Act of 1984. an Oeetiao to wanw • ben^ttwnot 

''"^^U DowJki Md WUliM> WiattowM. DWWUty beaelK* fpr mfiorm in prtrote ftmitm 
plans. Itothljr Ldbor Benem. Aug. 1982. 
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are equally divided between plans with immediate and deferred 
benefita. 

6. Deferred disability retirkmentSome pension plans provide 
deferred rather than immediate disability benefita In such caseSf 
income protection for chronic disabilities is usually provided 
through an LTD plan. These payni^nts b^in after sick Ic^ve and 
accident and sickness insurance are eschausted, and tl^y omtinue 
as long as a disabled worker remains incapiKntated or until he 
reaches retiremrat age. Salaried emplcyees are more likely to be 
covered under a separate LTD plan tium are hourly wage workers, 
or the 854 companies in tli^ Hay-Huggins data base, 93 percent of- 
fered LTD coverage. Similariy, of the 710 ocHnpanies surveyed by 
Hewitt Associates, 95 percent provided LTD plans. 

LTD plans usually guarantee dirabled woitere combined disabil- 
ity income from all sources replmng abmtt 60 percent of earn- 
ings—more than is generally provided by pension plans with imme^ 
diate disability retirement Most deferred disability retirement ben- 
efits were found to begreater than immediate pensions because the 
time during which LTD benefits were paid was ad^d to an empl<^- 
ee's length of service for computation of pensi<m benefito. 

For example, a worker with 10 y^euns of service who becomes dien 
abled at age 50, mmt wait five or six m<Hiths before receiving LTD 
benefits. Upon the 65th birthday, disability benefits would stop and 
the worker would receive a regular retiren^nt pensi<Mi. ITie work- 
er's pension would be based on 25 years of service, 10 years of 
actual employment and 15 years of disability during which LTD 
benefits were receive. 

Most pension plans studied by BLS use the same basic formula to 
calculate disability and normal retirement benefits. The benefits 
for disability may be lower because they usually are based on the 
final average salary the worker was making at the time of dirable* 
ment— in this case, some 15 years ^u^lier. 

c. Definition of disability,'--Mo&t pension plans define disability 
so that benefita are available only to workers whose incapacities re- 
quire them to withdraw completely from the labor force. A few 
plans use more liberal definitions and require only that employees 
be unable to continue in their particular job with the company. In- 
dividuals meeting only this more liberal disability definition may 
not qualify for the stricter social security definition of disability. 
Plans with more liberal definitions often switch to a stricter defini- 
tion of disability (usually social security's) after a certain period 
(two years is fairly typical). 

d Coordination with Mcial $€curity,~To avoid overly genenms 
disability income, disability benefits under private pension plans 
are often reduced by part of the recipient's disability benefits from 
social security. IRS integration rules limit the offset to 64 percent' 
of the worker's social security disability benefit. 

LTD plans are not subject to these Federal limits on integration 
with social security, and they can subtract 100 percent of social se- 
curity benefits. According to the Hay-Huggins survey, 81 percent of 
plans provide a doUar-for-doUar offset of LTD payments. 



BEST COPY 67 



52 



7, The extent of employee contributions 

Employere pay the entire cost of nine out of ten defined ben^t 
plans, and employees make no contrilMitions whatever. (See t^le 
2-12.) An increaaing number of private 8«tor oiganwations offer 
both defined benefit and defined contribution plana, and uauaUy 
pay the entire cost of the defined benefit plan,, while the cost of the 
defined contribution plan is shared by employers and employees. 

TAKf 2-l2,-EIIPlOYK C0HTRI8UTI0KS TO PENSION PIANS 

PI 



R$ ^ 



tMArbMa»^am& 7 9 H W 9 4 

SS!SX«1 93 »1 89 « 91 96 



Federal workers pay seven percent of their p&y to help finance 
the current CSRS. Private sector workers, and new Federal em- 
ployees, must contribute to social security 5.4 percent of pay (5.7 
percent in 1985) up to the present maximum social security taxable 
wkge base of $37,800. (All Federal employees now contribute 1.3 
percent for medicare, just as private sector employees do^ New em- 
ployees must pay an additional 1.3 percent for intenm CSRS cover- 
age. 

8. Capital accumulation plans 

Four-fifths of the 100 largest companies in the Fortune 600 spon- 
sor both a defined benefit plan and at least one defined <»ntribu- 
tion plan for some or all of their employees, according to the De- 
partment of Labor. The defined contribution plan is most likely to 
be a thrift (savings) plan, a deferred profit-sharing plan, or an em- 
ployee stock ownership plan. Collectively, these defined contnbu- 
tion plans are referred to as capital accumulation plans. 

Capital accumulation plans have features th^t-are* attractive to 
both employers and employees. For eropi jyei^ xwte are rao^ Pre- 
dictable than is true for defined benefit plans and many EKISA/ 
IRS regulations only apply to defined benefit plans. For employees 
they can supplement a pension plan and add an additional mvest- 
ment opportunity. . , . 

Table 2-13 shows that the m^nty of private sector companies 
(particularly large companies) provide capital accumulation plans 
as iwrt of the retirement income package. 



«• The« » littl* dwUnction brtwwo dofWd oontribotion pl»n» In sefteral and capiUl aocu- 
mulatioa p!w». evwi «hen the defined wwtributi** pliui » » profit^hsnty or ««|^ 
Plan Emrfoyere with capital accumutetwo |4m» nwinUun individuaJ aocounto each emp^ 
STand |i«r2dp«nt» anr enUtled to the n«t«d iMmnint in th«tr aocouots when they lean, the 
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TABIE 2 13 AVAJlABILmr Of CAPITAL ACCUMUIATION P1AJ« 



Hii^ (ii m^am %mwfe6 1^7 W9 710 50 

fks^ (mp9im ^ ^ 533 6?3 49 

harcast cofi^ama 74 63 «8 » 

^ mwff^ compares Mi (tefned teoe^ ^tftSfoe pte cipitii 

xtmMmtim 64 56 83 » 



CL Thrift plans, — Thrift plans (sometimes referred to as savings 
plans) are employee benefit plans to which participants make peri- 
odic deposits. Generally, the full accumulated value of a partici- 
pant's account is paid to employees who leave for other employ- 
* ment Employers sponsor thrift plans as jwrt of their overall retire- 
ment income svstem, and they usually match all or half of the con- 
tributions maoe by employees. The funds are invested, and each 
participant has an m^unt in the plan. Employees are immediately 
vested in their own contributions, with employer contributions usu- 
1 ally vesting aft:er five yeare or less, 

wr^olovr^r contributions and investment income are not taxable 
to . ip^ es until funds are withdrawn. Employee contributions to 
a thrift plan are made from after-tax income, normally through 
payroll deductions. With the passage of the Revenue Act of 1978, 
employees are able to make wntributions to 401(k) plans with dol- 
lars before income tax (but after social security payroll taxes). 
Many companies are therefore (inverting their thrift plans to 
401(k) arrangements so that employees may take advantage of the 
favorable tax treatment Under a 401(k) plan employees are offered 
the choice of receiving compensation currently or deferring as 
n^'icJ-i as 25 percent of pretax compensation (up to $30,000) annual- 
ly" 

i^articipation in thrift plans is voluntary. Usually over 70 per- 
cent of eligible employees participate in the plans. (Generally, 70 
percent participation is require by IKSJ Most plans require a min- 
imum period of service before employees are eligible to participate. 
The period of service, however, is one year or less in 93 percent of 
the plans. 

Employees participating in thrift and 401(k) plans usually must 
contribute at least one or two percent of compensation. Normally 
the plan sets a maximum employee contribution, usually six per- 
cent, that will be fully or partly matched by the employer (Some 
plans permit additional unmatched employee contributions.) In^ 
most cases the employer provides a contribution l^ual to 60 per-* 
cent of the sum contributed by the employee. One out of five plane 
provide 100 percent matching, 

& Relationship of capital accumulation plan to defined benefit 
plan.— At least two-thirds of private sector organizations surveyed 
provided capital accumulation plans as part of their overall retire- 
ment income system. Analysis of selected data indicates that com- 
panies providing a combination of capital accumulation and de- 



See Appendix A for a descripison of 40Hk) nod other type« of capital accumulation plaiui 
offered by private Mctor empkiyeri. 



ERIC BEST COPY ... 



64 

fined benefit plans have plana that are just as generous as the com- 
panies that have only defined benefit plans. No relationship was 
found to exist between the generosity of the defined benefit plan 
and that of the capital accumulation plan." 

III. State Govkrnmbnt Rbtirkmknt Syotkms 

A. INTBODUCnON 

This section describes returement systems of State governments, 
which help guide analysis of issues in designing a new Federal re- 
tirement sy^m. The section focuses on systems currently open to 
new general service State employees. Over five million employees 
participate in these open systems. States that have redesigned 
their systems have some workers participating in systems closed to 
new employees. These closed systems will be excluded from this 
analysis along with pension systems for special groups of State em- 
ployees, such as fire fighters, police, elected officials and teachers. 

This section b^ins with a short history of State government re- 
tirement systems and then describes m^r design fiwitures: eligibil- 
ity; earning of benefits; relationship with social security; postretire^ 
ment adjustments to benefits; provision of ancillary benefits; and 
the availability of capital accumulation plans. (See Appendix A for 
additional information on coverage of State employees by retire- 
ment systems including a brief discussion of local government re- 
tirement systems.) 

B. HISTORY OF STATE GOVERNMENT HKTIKEMJBNT SYSTEMS 

Pension systems for public employees originated during the 
second half of the nineteenth century, with most of the early sys- 
tems covering special categories of employees, such as police, fire 
fightere and teachers. In 1911, Massachusetts became the first 
State to develop a pension system for general service State employ- 
ees,> and by 1930, 12 percent of the lai^er State^dministered sys- 
tems currently in existence had been established. By 1947, every 
State provided retirement benefits. 

The social security system was established in 1935 to cover cer- 
tain workers in the private sector. Congress explicitly excluded 
State and local government workers, partly because the early 
jective of social security was first to include employees most in 
need of coverage. Many State and local workers vf€re already in- 
cluded in other pension plans, and it was not until the social secu- 
rity amendments of the early 1950s that State and local govern- 
ments were permitted to elect coverage. Thus, many retirement 
systems for public employees preceded social security. Althou^ 
some States have modified their pension plans significantly to inte^ 
grate with social security, most have chosen to maintain the pen- 
sion as separate and in addition to social iwcurity benefits. 



«» Our analysia of the Hfly-Hwggiiw data boar abows that the mean value <rf the defined bene- 
fit petuaoa plan is practkally the i»n»e roganUew of whethw the comvmny pnmdea a cap- 
ital aenunulation pian. 
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C. DETERMINATION OF KUGIBIUTY 

/. Vesting 

Public and private pension plans typically require employees to 
participate in the plan for a minimum period before gaining a 
vested right to accrued benefits. Vested benefits are payable when 
employees meet the age and service requirements of the plan. 
About 70 percent of the States, employing 80 percent of covered 
employees, require either five or 10 years of service for vesting, 
witn 10 years oeing most common. Several States use an alterna- 
tive, either years of service or age (e.g., 10 years or age 60), and one 
State has immediate vesting upon employment. (See Appendix A 
for details.) In many public pension plans, however, including the 
current CSRS, sejparating employees who withdraw their contribu- 
tions automatically forfeit vested benefits payable because of the 
employers contribution. This forfeiture generally is prohibited 
under ERISA rules governing private plans. 

D. UKTEKMINATION OF BENEFIT RECEIPT AND AMOUNT 

J. Defined benefit vs. defined contribution 

Almost all State-wide general service employee retirement sys- 
tems are defined benefit plans. Only Nebraska provides its basic re- 
tirement benefit through a defined contribution plan. Three States 
(Alabama, Indiana, and Wisconsin) use a combination of a defined 
benefit and a money purchase plan.^* Employees covered by the 
Alabama Public Employee Retirement System and the Wisconsin 
Retirement System, receive the higher of a money purchase or a 
defined benefit annuity. Indiana provides a money purchase annu- 
ity in addition to a basic defined benefit. 

The prevalence of defined benefit plans in State pension systems 
was evolutionary. 

In many Instances, this type of formula [defined benefit) has evolved over the 
years from a defined contribution approach. An example of the evolution is found in 
the California Public Employe'^s* Retirement System. - 

When originally established in l^Hl, , . the employer i>oriiot\ of the benefit 
matched in pension what the accumulated contributions of the employee provided 
when converted to an annuity. In 1947 the law was amended, leaving the pattern of 
i'mployet* contributions biisically unchanged but converting the total retirement al- 
lowance to a defint»d benefit basis, If the goals of the new program were precisely 
met, the contributions of an employee whose entire si»rvice wm under the formula 
woiild mcumulate at retirement to the amount necessary to provide oni*-half of the 
retirement allowance, the employer being responsible for the balance. However, 
even if these goals were not met, the total benefit paymer* was still as scheduled, 
and the employer had to provide whatever pension was ni»cessary to supplement the 
benefit providcnJ by the accumulated em ploy ei* contribution. This might rt*qu ire a 
contribution of the employer which more than matches the employees contribu- 
tions, or it could require less than matching. In any event, the employee a^uld plan 
his retirernt-nt finances around the level of benefit which he had been led to believe 
would be his The fir»al stage in the evolution took place in 191] in conntvtion with 
an jmproveinent in the benefit level. At that time, the employee contribution rate 
was changed to a uniform seven percent of salary from a schedule graded by sex 
and by age of tmtry. ' 

'*'Th<*«i» three Statet* havf a defined contribution plan as purt of thftr ba«ic ret^rfment fwick- 
age S^'e pages ^'yf- of th' . chapter for a discutu^ion of suppU'.)M>ntai capital accumulaf i<»fi plans 
''^ Bit*;>Kn**y, Thomas P K*'tirem«'rit Systems for f'ubhc F'mployees. published tor the Pension 
Research ( ounci I. thr Wharton Scho<)l of the Unlv^rsfty of Pfnnsyl'. iinia ty Richard I) Ir\^'in. 
Inc. Illinois, l!*7*^ pp li'i ;>li Plnise note that comn)i'nls rin the California Public Kmployees* 
Keiiremi'nt System are current through only li'Tl 
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In short, State retirement systems evolved from directly relating 
benefits to contributions to relating benefits to years of service. As 
noted earlier, this latter approach (defined benefits) provides em- 
ployees with more certain knowledge of their expected retirement 
benefits^ and presumably permits better financial planning for re- 
tirement. 

2, Years of service and age 

All pension plans specify the age when workers may retire and 
begin to receive full benefits. Most plans require specified years of 
service. Most State plans also provide alternative age and service 
requirements for full benefits, with fewer years of service required 
at older ages. To am)mmodate workers who want to leave before 
reaching the age of full benefits, plans frequently allow early re- 
tirement with a reduction in the annuity. 

Age and service requirements of State pension plans vary, (See 
Appendix A for a full discussion,) This section summarizes mini- 
mum age and service requirements for full retirement benefits (see 
Figure 2-1). Twenty States permit retirement at any age if service 
requirements are net; in 15 States this requirement is 30 years; 
four States require 35 years; and one State allows retirement at 
any age, with 25 years of service. Nine States provide unreduced 
benefits at age 60, and 11 not until age 65- States requiring employ- 
ees to attain age 65 before retirement with unreduced benefits 
have considerably shorter service requirements. Altogether, half 
the States, covering 30 pecent of the employees, permit retirement 
with full benefits at or before age 55 (the youngest age allowed for 
full benefits in the Federal civil service). The States generally re- 
quire a worker to have accumulated 30 to 35 years of service for 
full benefits at this age. 
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Unlike the current CSRS, all but four States permit voluntary 
early retirement with reduced benefits* Almost all States actuarial- 
ly reduce benefits for employees who choose early retiren^nt, m- 
suring that the choice of early retirement will not cost the State 
more in retirement benefits than if employees retired with the 
same salary and service at normal retirement age. Early retire- 
ment requirements vary considerably among the States* Nine 
States allow early retirement at age 55 with 10 years of service, 
while 13 States employing 44 percent of all covered workers allow 
early retirement at age 50 or younger. 

J. Maximum benefits 

Some retirement i^stems cap pension benefits at a certain per- 
cent of an emplovees compensation baiE^ or final average salary. 
The current CSRS, for example, limits employees' initial pensdons 
to a maximum of 80 percent of their high^ average annual pay* 
When a pension ceiling is set as high as 80 percent, it generally 
affects only very long service employees. In the CSRS, the cap is 
not reached until an employee has 41 years and 11 months of Fed- 
eral service. 

Capping pension benefits is uncommon in State-wide pension 
plans. Ten States covering 24 percent of State employees do have 
some kind of pension cap; but this figure is somewhat misleading 
ba^ause about half of these employees are covered by plans with 
caps ranging from 80 tp 100 percent of their final average salary. 
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Such high cape affect few employees. The States of Iowa, New 
Mexico, New York, Vermont and Washigton have lower benefit 
ceilings of 50 to ^ percent. 

4. Benefit accural rates 

The amont credited toward the employee's pension for each year 
of service figures importantly in determining the amount of pen- 
sion benefits. This credit is referred to as an accrual rste Multiply- 
ing the accrual rate by a worker's number of years of semce yu Ids 
the basic percentage of earnings the worker can expect to receive 
at retirement. For example, if an employer wishes to provide a re- 
tirement annuity of 50 pecent of an employee's compensation b^ 
for an employee with 30 years of service, the accrual rate would be 
1.67 percent per year (1.67 x 30 = 50%). 

Table 2-13 presents the distribution of accrual rates in the 50 
States. The accrual rates are the effective rates an employee would 
recieve after 30 years of work. Some States vary the accrual rates 
depending on an employee's length of service (as does the civil serv- 
ice retirement system). In the CSRS, an employee is credited with 
1 5 percent of compensation base for work years one to five, l.To 
percent for years five to 10, and 2.0 percent for service over 10 
years U was necessary, therefore, to choose a specific number of 
years O)' service for illustration. Thirty years was chosen because it 
is a c mmon normal retirement requirement of the State systems 
and it is the normal service requirement for full pension benefits 
at age 55 in the civil service retirement system. ' 

The table assumes that workers have met the necessary age and 
service requirements to receive a full pension benefit. 

The specific rates of 1.67 percent and 2.0 percent are shown on 
table 2-^13 because they are quite common. An accrual rate of 2.0 
percent yields a pension benefit of 50 percent of compensation base 
after 25 years and 60 percent of compensation base after 30 years. 
An accrual rate of 1.67 percent yields a pension benefit of 50 per- 
cent of compensation base after 30 years. 

States show a great deal of variation in accrual rates as shown in 
table 2-14. For purposes of comparison, the civil service retirement 
qystem accrual rate for a 30 year employee u 1.875 percent, which 
yields a replacement rate of 56.25 percent (of salary base). In aU, 19 
States have accrual rates greater than the CSRS. As would be ex- 
pected. States without social security coverage have accrual rates 
at the high end of the scale, white there is a wide range <>f aojrual 
rates for States with add-on plans. About two-thirds of these States 
use accrual rates that will yield a benefit of at least 50 percent of 
compensation base atter 30 years, and one-third have more gener- 
ous rates that the current CSRS. Fourteen States use accrual rates 
that provide benefits of less than 50 percent of the compensation 
base after 30 years of service. These employees are, however, cov- 
ered by social securitv. States with step-rate integraUon plans u^ 
relatively low accrual rates. None is as high as the current CbRS, 
even at the "high" end of the step. Once again, comparisons with 
the current CSRS should be made with caution since these State 
employees also will receive social security benefits. The accrual 
rates for oflFset integration plans are difficult to interpret because 
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the final benefit is dependent on the size of the oflfset. Thus they 
are omitted from table 2-14. 

In summary, States without social security <X)verage tend to have 
high accrual rates. There is significant variation in accrual rates 
for States with social security, but many would be considered gen- 
erous when combined with social security twnefits. 

TABU 2 14.-BtN£flT ACCRUAl RATES PER YEAR Of SERVICE FOR 30 Y?AR EmOYEES » 

NORMAL RETIREMENT 
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5. Compensation base and annuity computation 

The major variables used by States in determining the earnings 
on which to base the pension (salary base) are (1) the number of 
years used to compute average pay, (2) whether those years must 
be consecutive, and (3) types of compensation counted. Assuming 
that salaries rise with service, the more years included in the com- 
pensation base, the lower average annual earnings will be; con- 
versely, the fewer the years, the higher the average. If consecutive 
years are not required, employees with fluctuations in earnings can 
take advantage of their higher salary years. Also, the conjpensa- 
tion base will rise if forms of compensation other than base pay, 
such as overtime, longevity, or unu^ sick pay, are counted. 

Table 2-15 displays the variations in State compensation bases. 
Only one State uses the average salary over a full career. Half of 
the States, employing 58 pen;^nt of State workers, use the three 
years of highest earnings as the compensation base. Almost 34 per- 
cent of State employees are in systems using the high-3 consecutive 
years. This is the same fc^ist used in the civil service retirement 
system. One-fourth of theiState employees are in systems using the 
three highest years of a wot-ker's entire career. Sixteen States, rep- 
resenting 30 percent of State employees, use the high-5 years of 
service, and the majority of these States require that the years be 
consecutive- 
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TABIE SVSTHiS: COUffOISATIOH BASE FOR BENEFIT DETtRMINATIOH « 
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K, INTKGRATION WITH SOCIAL SECUBITV 

/, Social security coverage for State systems 

Social security coverage is mandatory for private sector employ- 
ers, but it is optional for State and local governments. Until the 
passage of the 1983 social security amendments. State and local 
governments could enter the system and leave it at their choice. 
The 1983 amendments repealed their right to leave the system 
after once joining it. The Congress originally excluded State and 
local government employees from social security coverage because 
(1) they thought mandatory coverage might be judged unconstitu- 
tional and (2) they believed groups of private employees, with no 
retirement income security, deserved the first priority. 

In tiie original Social Security Act, a«te and local gorornments were omitted al- 
tfloether from social security coverage. I^te and local governmenta were exclwtod 
to avoid the poasiWe constitutional question of whether the Federal Government 
could tax State and local governments, and becaiwe one <rf the early objective of 
the program was to cover «amirfoyee» roOBt in need of coverage. Many »ate and local 
governmental employees alrMdy wre covered under other jpensMn plaiw. . . . 

Beginning in 1960. Congiws amended the social security law several times to 
make participaUon in social security availaWe <m a voluntary basis to employees of 
f} State and local governments at the discretion the employer. . . . 

When the option for social security coverage was first extended 
to them, only States and localities whose employees were not cov- 
ered by a pension plan could join the system. In 1954, amendments 
to the Social Security Act extended the choice of particijwtion to 
employers whose employees already were covered by a State cv 
local pension system. , 

Most States extend social security coverage to their employes. 
Only the State employees of Colorado, Louisiana, Maine, Massachu- 
setts Nevada and Ohio have never participated in the system: 
Alaska is the only State to have entered and later to have with' 

*o <an.4.i H«niWt V WittMirBwai bv Statr and Local Oovemraants and N<MH>*^>t Oivsnixatiaiw, 
Jo^K^^^^Ki^f^^i^ (T^ n^port p,«iat« the security 
1^J^^i^tX^S:>^r^>^^ia^ right of State and Iflcal gwemments luid nooprof.t or^ustions 
to wiOidrow fnw the system once Oiey had dtoma to participete.) 
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drawn from the system. The 43 States providing social security cov- 
erage employ 88 percent of all general service State v^orkers. 'Not 
all employees belonging to stateviride perscmnifl systems, however, 

. are covered by social security. Under some conditions, the Social 
Security Act permits certain groups of State employees to elect 

•whether or not to be covered once the State has decided to partici- 
pate. With the exception of the seven States mention^ above, 
nearly all of the employees of States participating in the social se* 
curity system are covered. 

The pensions provided by most Statewide systems supplement 
social security but are not int^rated with it. They often are csdled 
"add-on plans/' providing social security plus a full pension. Many 
States plans are not integrated because they were established 
before social security coverage was made available to public em- 
ployees. 

rjcial security coverage for State and local employees expanded 
rapidly in the first decade (the 1956s) after coverage was extended 
to public employees* Coverage incr^sed to about 60 percent by 
1960, and to 70 percent by 1970, and has remained fairly constant 
since then.*^ 

By 1947, all but 16 States (primarily mid-west and western 
States) had general service employee pension systems.** Thus, for 
many State governments, social security became an addition to the 
overall retirement package, rather than an integral i»rt of the re- 
tirement system design. As a result, there are m^'or differences be- 
tween State pension plan and private pension plan treatment of 
social security benefits. 

i?. Types of basic pension benefit formulas 

Although many State retirement systems participate in social se- 
curity, few are int^ated with it. The general effect of pension in-^ 
tegration is to counteract, to varying degrees, the tilt in the social 
security formula that favors lower wage employees.^' Only eight of 
the 43 States participating in the social security system now have 
integrated benefit formulas. (See table 2-16.) The States that 
have integrated their benefit formulas with social security main- 
tain older addon benefit formulas for employees whose eervice 
began before the State enacted the new Integra^ pension system. 
For example, Connecticut's pension sysiem int^aied with social 
security in 1982, but the old system remains in place for workers 
hired before that time. 

Thirty-one statewide retirement systems, covering 66.54>ercent of 
the employees reviewed in this report, provide basic pension bene- 



Source: U.S, DeporUuent of Health and Human Servfc«», Soda] Security Adminwtnitiofi, 
State and Local Emptoyeee Coremi Under Social Security Rcveaftrh and Statssttcs Note, No. 3. 
JuJv 20, 1^ 

** Mackm, John P Protect irjtf Purcfaaai>ig Power in Retirement. Fleet Academic Editions. 
Inc., New York. 1971, pp. 7-8 Tnia book al«o oqntaina a more detail account of the historkU 
development of State and local pension »y9iem» and covers^ of l^te and local emf^oyeeci by 
encial security. 

See p^pra 45-46 of tht« chapter for a full discumon of pendicHi integration. 

Nine ^tes are tnt^^rated with flocial security if South Dakota, which odem employees 
their choke of the higf^r d a non-intecrated and an integrated benefit formula, is counteo. In 
addition* California does deduct 9133,33 per month from the final atnem^ salary used to com* 
pute the pension benefit for those empl<^^ees covered by social security, 
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fite as add-ons to full social security benefite. In effect these States 
consider social security as an add-on to fhe <mginal, basic pension^ 
Basic pension benefit formulas for all 49 defined benefit States 
follow the final average salary principle Benefits are based on a 
certain percentage of an employee's final average ^ary^ua"y 
referred to as the compensation base) for each year of covered serv- 
ice As noted previously, the benefit formula features (the awrual 
rate, definition of final compensation base, maximum number of 
countable years of service and various offsets that may be used m 
the calculation) vary substantially. 

TABU 2-16 -TYPfS Of BENEFIT fORWIlAS-STATE GtNERAl SERVICE ROlRtMENT r.SitWS 
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F. POSTKETIREMENT MAINTENANCE OF REAL BKNEFTT IJJVELS 

/. Postretirement annuity adjustments 

A pension plan may or may not adjust benefiU of retirees to 
offset the effects of price inflation. Federal pensions are generally 
increased by changes in the cost of living, a P^^^*^ J^^ich^^^'^ ^ 
times of high inflation, is very expensive. Private P^s^on plans * 
ra^y include automatic adjustments but are often adjusted on an 
ad hoc basis. These ad hoc adjustments generally do not equal the 
full amount of inflation. Social security, on the other hand, is gen- 
erally increased to the rate of inflation and therefore partly com- 
pensates private sector workers for unadjusted pensions. 

Table 2-17 shows the array of postretirement annuity adjust- 
ments used in the 50 States. Because most States participate m the 
^ial security program, generally adding St^t^J^^SriiSp^at^S' 
efits, most State workers benefit s"^*^ 
No State reports an automatic annuity adjustment to the t»tat« 
^nsio^ bS o^ the full Consumer Price Index, while only one 
StfltP with a reasonably new retirement system, reports it has 
n?vS previd^ a^retfrement adjustment. One other State, New 
York provides a three percent adjustment only to ann^^'^^f 
worker; who wait until age 65 to retire scaled ba.k by F^"J^^^^^ 
ace point per year (workers retiring at age 62 get no adjustment), 
fowler! 2^ Stotes employing 58.1 percent of State emp oye^ pre- 
vide annual adjustments, calculated according to a statutory for- 
Sula^d without need for action by the State legislature. Most 
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adjustments are \xmed on the CPI, with maximum limits, most 
(XHnmonly 3.0 percent. A maximum a4justment of 3.0 percent can 
be fairly generous in times of low inflation but provides less protec- 
tion of purchasing power when inflation is high. 

TABIE 2-17.~POSTRtnR£IRNT ANfftHTY AOJUSTHtNTS HI STATlWIOt SYSTEMS 
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The two different methods lusied to determine automatic ac^just- 
menta are (1) any increase in the CPI up to the limit; or (2) an 
automatic a^juBtment only if the increaae in the CPI is at least 
equal to an established threshold. 

Ad hoc a^justmento have been provided in 30 percent of the 
States (22.6 percent of State employees). Another 10 percent of the 
States have provided ad hoc increases in addition to small Automat- 
ic aciijustments. While ad hoc adjustments are not established by 
fixed formulas and r^i^ar schedules and are generally subject to 
approval by State l^pbslatures, they are, in most cases, provided on 
a r^lar basis, from once a year to once every three years. 

When States make annuity acyustments, they may apply the in- 
crease to the initial annuitV of the beneficiary or they may in- 
crease the current annuity. The second method allows increases to 
compound while the first aoes not. 

Some States base ad hoc increase on the earnings of the pension 
fund, and such payments are handled in different ways. They may 
be treated like any other increase in the basic annuity and add^ 
permanently to monthly checks, or they may be a 13th check" 
sent to all annuitants. Five States use the additional annual pay- 
ment or ''dividend" approach. 
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2. Special tax treatment 

\ Twenty-six States, covering 40 percent of the employees, provide 
\some special State tax treatment for the pension benefits of their 
retirees The most common practice is to exempt the pension bene- 
fits from all State ^nd local income taxes, but some States exempt 
ohlv a portion of retirement income from State taxes In addition, 
SUte laws provide a number of tax shelter features for employee 
contributions to State pensions. Discussions of the types of special 
ta)^ treatment of contributions and of capital accumulation plans 
used by the States are included later in this chapter. 

G ANCILLARY BENEriTS 

J. Ik^th and surt,'u>or benef'^6 

All States provide some b» nefits to the survivors of Stati; employ- 
ees who die before they retire as well as to survivors of retirees. In 
general. States impose length of service requirements for benefits 
piiyabl* to the survivors of employees. The minimum benefit paid 
to surv^ors of employees who do not meet the service requirement 
is a refand of the amount the employee paid into the retirement 
system In general, the States return these employee contributions 
with intent For employees meeting the service requirement, but 
not normal retirement reouirements. States often pay the survivor 
either a lump sum in addition to the refunded contributions or a 
monthly mnmiy. Traditionally, States have determined the value 
of the lump sum or annuity in a variety of ways. Benefits could 
vary depending on years of service, number of dependents, age of 
dependents, and age of spouse, among others. 

If the employee was eligible for retirement benefits at the time 
of death, the State pension plan generally provides a jomt-and-sur- 
vivor benefit similar to that available for survivors of retired em- 

**'sutes commonly provide a choice of joint-and-survivor benefit 
plans at retirement. Under these plans, the retiring employees can 
choose a survivor benefit equal to 50 percent. 75 percent or 100 per- 
cent of their foil annuity. Employees pay for this additional coyer- 
age by accepting an actuarial reduction to the regular annuity 
These benefits ^re provided at no additional cost to the retirement 
system. 

2. Dimbility retityment 

States commonly provide for retirement based on disability. They 
use varying definitions of disability, Thirty^six .percent require 
w?rke?s to meet the social security disability defin tion. 40 percent 
that thev be unable to perform their own >obs or other compairable 
State jobs, and 24\percent use their own definition of total and per- 

manent disability. , „i:^KJi;t« fr.^ 

States generally impose a service requirement for eligibility tor 

disability retirement. ¥he length of se^f*^^ '•^^"If^^f^.^l^ "S^ialW 
the retirement vesting period in about half the States-usual ly 

*^'stSt^^use'^widrvariations to compute disability retirement bene- 
fits but the formula used is usually related to the normal retire- 
ment formula Workers are credited with years of service projected 
S formal retirement age in the State or a^e 60, wjth a maxi- 
mum number of total years allowable, varying from 20 to 30 years. 
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States commoniy place a minimum and/or maximum limit on dis- 
ability retirement benefits and impOM a ceiling on earned income. 
In a few States, the State disability pension is offset by all or part 
of any social security benefit. Oflen any workman's compensation 
is subtracted from the State disability benefit, 

' ' H, EXTENT OF KMFLDYEE CONTBIBUTIONS 

Most public employees, unlike most workers covered by private 
pension plans, make contributions to help finance pension benefits. 
Proponents of employee contributions lor public retirement sys- 
tems maintain that such financing buUds taxpayers' support for 
the program, provides a dependable source of revenue for the plan, 
helps restrain taxes, and lessens pressure for benefit liberalization 
from employees, who would have to help pay the cost. 

Opponents of employee contributions for public pensions say that 
the existence of the pension plm keeps w£^es lower than they 
would otherwise be and that requiring employees to help pay for 
pensions further decreases their current compensation. Thev cnbject 
also to the administrative complexity, including the need for indi- 
vidual employee accounts, procedures to deal with breaks in serv- 
ice, and re-purchase of past service for rehired workers. Finally, 
most State employees are covered under social security and must 
pay the social security tax. Some feel that imposing i^nother pay- 
roll *'tax'' on employees hampers the ability of the public sector to 
compete with private jobs, which generally do not require employee 
contributions to help finance pensions. 

Tale 2-18 shows the proportions of States and State workers by 
the total percentage of gross salair that they must pay for social 
security plus their State pension. Altogether, 12.6 percent of State 
workers pay a total of 12.5 percent or more of salary into the two 
systems; 12 percent pay only the 5.4 percent required under social 
security because their State system is noncontributory. Over one- 
third of these workers pay between 9.5 and 11.4 percent; about one- 
quarter pay less than 9.«^ percent, (See Appendix A for the specific 
contribution rates to the State pension.) 

TABLE 2^18 -STATEWIDE SYSTEMS: PERCENT Of STATE WORKERS AND STATES BY COMBINED 
SOOAt SECURITY AND STATE PENSION CONTRIBUTION RATES 
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States use several methods for decreasing the impact on employ- 
ees of required employee contributions. These include "employer 
pick^ip plans" and increased take-home pay plans. 

Section 414(hK2> of the Internal Revenue Code provides for "em- 
ployer pick-up" of normal employee contributions to a pension 
plan. Employer pick-up plans are a method of decrf.*.sing Federal 
income tax liability (and thereby increasing takt-home pay) by 
making contributions to a pension plan with pre-tax rather tiian 
post-tax income. Under a pick-up plan, an employee's gross salary 
is reduced for Federal incohie tax purposes by whatever amount of 
the normal employee contribution the employer "picks-up." There- 
fore his Federal tax liability is reduced. This has the net effect of 
increasing the amount of the emjployee's take-home j»y. Appendix 
A provides an example of how take-home pay is increased and may 
help to clarify the manner in which these plans work. Because the 
amount of the employee contribution does not change, there is no 
cost of an employer pick-up plan to the employer (except adminis- 
trative costs); there is only a tax expenditure by the Federal Gov- 
ernment. . , , . IM 

An increased take-home pay (ITHP) plan looks much like an em- 
ployer pick-up plan. The difference is that, in an ITHP, the employ- 
er effectively reduces the employees' contribution by some amount. 
The employee's gross salary, and therefore Federal income tax li- 
ability are not affected. His take-home pay is increased because his 
contribution to the pension plan is decreased. Under an ITHP, the 
employer cost increases and there is no impact on Federal income 
tax revenues. These methods are discussed in greater detail in Ap- 
pendix A. 

I, CAPITAL ACCUMULATION PLANS 2» 

In addition to the basic retirement systems, some State and local 
governments offer their workers supplemental retirement plans. 
The key attraction of these plans, which take numerous forms, is 
potential tax savings for employees. Income tax is generally de- 
ferred on contributions made to these plans during an employee s 
career. Taxes are paid when the individual receives benefits from 
the plan, usually after retirement when the individual expects to 
be ill a lower tax bracket. It should be noted that the plans de- 
scribed below generally reduce current Federal income tax liability 
only. States make their own provisions for the State tax treatment 
of deferred compensation. 

' • ln/»rn(«lK>fi for thih swtKm was, t«k< n ffrimarily from Supplemental K^liiWK-nt Plan* for 
Nf* Yorli Publu Kmplovc<-s. .» reporl oi the Pertnan^-nf Comminsivw on Public Empkn«« Pul- 
sion and Retirpineni Systems. Nov \9Ki (Hen-after cited as Suupleniental Retirement Plafls for 
New Vorki, and SUiU- tv-ferred (Vjrnjx-n.sation PniKram*: their Status in Thirty-Six States, by h_ 
Niirm in Sims f>«'N)rah A Conn. Kathlt-ne Ashcrofl. prepared for the National Association of 
Auditors* fomptrollens m>d Treasurers (Hen-after cit«l as State Deferred CkMlipensafwn.i 
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According to the New York State pension commission study, the 
following types of supplemental retirement plans could be made 
available to State or local government employees: 

• Section 457 plans, 

• Section 403(b) Tax Deferred Annuities, 

• Section 401(k) Plans, 

• Thrift Plans, 

• IRAs, 

• Deductible Voluntary Employee Contributions (DVEC), and 

• Supplemental Annuity Plans. ^ 
Some of these plans, mcluding Section 401(k) Plans, Thrtft Plans, 

IRAs and Supplement<il Annuity Plans, are available to dfcloyees 
of private employers iis well as employees of State and local gov- 
ernment. Appendix A describes these plans in detail. 

Section 457 of the Internal Revenue Code (IRC) authorizes State 
governments (and their political subdivisions) to assist their em- 
-ees in deferring compensation. Deferred compensatiot; general- 
^n. to wages not received until a worker retires, resigns, or is 
i i 'rom a job. The deferred wages are not counted as taxable 
i t until the employee receives them (along with any accrued 
interest or earnings). 

General requirements oiU Section 457 plans follow: Employees 
participate on a voluntary basis and up to 33 percent of an em- 
ployee's "includible'' income (up to $7,500) may be deferred,^^ '^n- 
cJudible" income does not count amounts deferred under the plan 
(or other types of deferred compensation plans) or employer "pick- 
up" plans. Thirty-three .md one-third percent of ''includible" 
income is equal to 25 percent of a non-participating employee's 
gross income Employers may not make suppiementnl contributions 
to the plan. The deferred contribution can be paiu only afler the 
worker leavers the job or whi?n an unforseeable emergency occurs. 
Unlike IRAs, no penalty charged for distribution of the funds 
before age 59 The full amount of the deferred compensation, in- 
ciudings any earning or property rights, must remain the property 
of the employer (State or local government) until distribution. The 
plan may provide employees with a range of mvestment options. 
Because favorable tax treatment requires that the employer retain 
property rights to the deferred compensation, the plan may not be 
under obligation to transfer investments at an employee's request, 

A large majority of States have set up section 457 plans for their 
covered employees (33 out of 36 States surveyed in the Council of 
State Governments report and 80 percent of all States according to 
the New York State study). Although data on the operation of 
these plans are limited, it appears ihat r ♦^ticipation rates current- 
ly are relatively low— about 10 [>erccnt o: jvered employees. 



'* Thi^ p<»rc<'ntaKi' would diffvr if the emplayet* parttt ^pBie^ in mor** th .* i one deivrreti com 
p4*fiiMtKm p^nn qt an employer 'pick-up" pirn T\ierr are special ruJes on combining initune or 
raductnK the salary baatr in ^ppfyin^ the contribution limits for such employtvs 





Deferred voluntary tinployce contribution (DVEC) plans are 
similar to IRAs. They are authorized in section 72(0) of the IRC, 
added by the Economic Recovery Tax Act of 1981. DVECs work ex- 
actly like IRAs except that the pension plan must specifically 
permit the DVEC and the maximum contribution is $2,000, with no 
contribution permitted for a non-workirg spouse. If a worker also 
has an IRA, the DVEC contribution must count against the IRA 
contribution limit. 

IV. Representative Pkivate SKtTOK and State (jovernment 

Pension Systems 

a. introduction 

The Congressional Research Service (CRS) developed "represent- 
ative" pension systems for the private sector and for State govern- 
ments These systems, based on the surveys of pension practices de- 
scribed in sections II and III of this chapter, are necessary for com- 
paring the cost and benefit distributions of these systems with the 
current civil service retirement system. Chapter 3 presents a-sults 
of this comparative analysis. 

The representative plans do not necessarily have speciHc* fea- 
tures of any particular pension system in the private or Sta:.- gov- 
ernment se-tors. Neither are they averages of pension features be- 
cause the available sources of information and the type of informa- 
tion do not permit calculation of averages. Rather, these represent- 
ative plans can be thought of as composites— made up of features 
includcxl in most private sector and State government systems. 

The two private sector plans are shown with and without the 
effect of a capital accumulation plan. Available analysis indicates 
no statistical relationship between provision of a capital accumula- 
tion plan and generosity of other pension benefits. Accordingly, our 
analysis of capital accumulation plans shows them as simply being 
added to the two private sector representative plans. 

B. PRIVA1. ;ector 

Although few pension plans are alike in all respects, available 
data permit generalizations about pension plans that cover salaried 
employees. Depending on the feature, as many as 80-90 percent of 
salaried pension plan participants 

• are not required to contribute to the pension plan; 

• must participate in the plan 10 years before the benefits 
efirned are vested; 

• may retire at age 55 with reduced benefits or at age bz with 
unreduced benefits; 

- in plans integrated with social security; 

• havt ♦heir pension computed on the basis of thetr highest 
5-year's average earnings; . r-. 

• receive ad hoc adjustment* to their retirement benefits that 
have offset about 30 percent of the rise in the CPI in a recent 

P€*riod; . . X- 1 

• offer pre- and post retirement survivor benefits only as re- 
quired by ERISA's minimum standards; and 
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• are covered by an LTD disability arrangement while di^wibled, 
and are given service credit for the years on disability in 
computing a pension at retirement. 

This study found no correlation between the age for unreduced 
benefits and the type of integrated plan (i.e., offset plan versus 
step- rate plan), but different retirement ages for full benefits were 
considered appropriate for the representative private pension 
plans. While the BLS data base shows that age 65 is the most 
common age at which participants could retire with full benefitjs, a 
slight majority of plan participants could receive full benefit^s at 
age 62 or earlier. Either age 62 or age 65 can therefore be consid- 
ered a typical age. Age 62 was selected arbitrarily for unreduced 
benefits under the offset plan; age 65 was selected for unreduced 
benefits under the step^rate plan. The more liberal retirement age 
in the o.Tset plan was countei acted by a five percent per year early 
retirement reduction compared to a four percent per year reduc- 
tion in the step-rate plan. 

B<>nefits under the two private sector representative plans are as- 
sumed to increase annually by 30 percent of the increase in the 
Consumer Price Index— the amount found by the most comprehen 
sive study of post retirement benefit inflation adjustments.'^^ This 
study showed, over six years, an overall average increase for all 
pensions of *SH percent of the CFI. Benefits under nonunion plans, 
most likely to cover siilaried employees in the private sector, in- 
creased by about ;«) percent of the increase* in the CTI, the amount 
selected for the representative plans. 

Table 2 19 indicates the features of the two private sector repre- 
sentative plans. Table 2- 20 describes the representative capital ac- 
cumulation plan that will be used in chapter 3, in conjunction with 
the two repres<>ntative {)ension plans, to compare their costs ind 
bi^nefits to those of the current civil service retirement system. 

* TABLE ? 19. REPRESENTATIVE PRIVATE PENSION PLANS 



''Sit* refrrt-nn' in Lomprtht'nsivi- aNM'Si^ni*«nt cunduLitnl by reM'arLher» nt North iArolwa 
Strtte University for th< vears VJ^'A- {Ulii. pp 17 4>* of this report 
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TABLE 2- 19 - RtPRESft<TATIVE PRIVATE PENSION PlAfK- Cantmued 
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TABLE 2-20.- REPRtSENTATfVE CAPirAL ACCUIWWTION PIAN 
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C. STATE GOVLRNMENTS 

Two representative State 
constructed from the features described m Seclion B of this chai^ 
ter These representative syst^m^^ are nec^ry to compare the 
c!it^ and benefit levels and distributions of State Pensions to those 
of the current civil service retirement system (see chapter 6h 

Some featurei. are common to both representative systems be^ 
cau^ molt S^^^ pension systems for general service workers have 
them. These include: 

—social security coverage; , 

—requirement for employee contributions; 

- retirement at age 55 with reduced benefits; 

^iSn^it^ computed from highest three eyars average earn- 

^ mfnimum disability benefit of 50 percent of earnings; 
^^Si^ and postretiremeat survivor benefits after vesting; and 
-postretirenient costH)f living adjustment (more commonly the 
lower of CPI or thrc? percent). . i i r 
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two representative plans so that they are different in generosity. 
The more generous State plan (Plan 1) permits retirement with un- 
reduced benefits at any age with 30 years of service. As shown in 
Appendix A, 15 States have this generous full retirement provision, 
more than have any other specific full retirement provision. State 
plans permitting normal retirement after 30 years of service, re- 
gardless of age, generally use about a 2.0 percent accrual rate, and 
require employees to contribute, about six percent of salary (in ad- 
• dition to social security taxes). Although accrual and contributions 
of plans permitting full retirement with 30 years of service varied 
from each other, the pattern of association between normal retire- 
ment, accrual rate and contribution rate was generally consistent. 

The features of State system 2 are less generous, and tU^ether 
constitute a lower cost representative system. Full retirement at 
age 65 is the second most coiiimon full retirement requirement, 
and 10 years of service is the most frequent minimum service re- 
quirement within this group. Representative system 2 includes an 
accrual rate of 1,5 percent and an employee contribution rate of 
two percent (in addition to social security-*4«^es), although the 
States vary considerably on these features. Table 2-21 presents the 
specifications for the two representative State plans. 

Both State plans include an annual COLA of the CPI up to 3,0 
percent. Because inflation is assumed to be 4,0 percent, the limita- 
tion on the (X>LA does not have a great effect on the cost of the 
program or on the purchasing power of annuities. However, when 
in/lation is high, a 3,0 percent maximum ac^justment has a greater 
limiting effect on costs and benefits, 

A capital accumulation plan (e,g,, Sec, 457 plan) was excluded 
from the representative State plans because our limited evidence 
suggests that while such plans are becoming available, participa- 
tion is low. Few of the plans call for employer contributions, 

TABLE 2-21 -^ -(^{ARACTERISTKS Of TtPRESfNTATlVE STATE RETIREMENT SYSTEMS 
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TABLE 2-21 --CHAfMCTERISTKS Of REPRESEHTAM STATE RETWEMENT SYSTEilS-Cwtimied 
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CHAPTER 3: COSTS AND BENEFITS OF THE CURRENT CSRS 
COMPARED TO REPRESENTATIVE PRIVATE SECTOR AND 
STATE GOVERNMENT SYSTEMS 



This chapter compares the coste and benefits of the representa- 
tive nonfederal plans to the current civil service retirement system 
(C8RSX We compare pension costs using the a>ncept of entry age 
normal costs, and compare participant benefits using replacement 
rates, the study's principal measure of benefit generosity anfl dis- 
tribution. Replacement rata»,*^ retirement income from a pensi<m 
system divided by a measure of ina>me (usually salary) for a period 
shortly before retirement, are shown for different age, service, and 
marital status combinations; iv^r different income levels; and for 
different periods of time after retirements 



This study uses one actuarial concept through ut as the 
principal measure of pension system costs. Entry age normal cost is 
the present value of future benefits divided by the present value of 
future compensation, for statistically representative new entrants 
to the work force. In effect, it is the percentage of every^ paycheck 
needed to be set aside over the total career of each new employee, 
to pay all his benefits, including those to survivors. In more techni- 
cal language, the normal cost amortizes th^ present values of the 
future benefits of a*i employee or group of employees bver their 
working lifetime. Normal ccBts are usually stated as a percent of 
payroll in order to facilitate a>mparisons over time periods and 
across plans. 

The normal a>st of a retirement system depends on a set of eco- 
nomic, demographic, and behavioral assumptions. For example, the 
benefit^ a participant receives depend on retirement age, 1 fe ex- 
I»ectancy, earnings history, and many other characteristics, A 
standard set of a^umptions is used for cost estimates throughout 
this report, (See Appendix C) 



estimatefii in this chapUr, and m*Kh of th<» an^lysb of the relative cost of jsen^ion plan 
features* were provided by the actuaries of :iay Muggins* Inc. 

See Part III of this chapter for a diacuasion ^f the concepts and definitkmal queationa of 
replacement rates. 



I, iNTBODUCnON 



(I, Cost Analysis 



A, NORMAL COST 
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B. COMPARI)M)N METHOD 

To compare different pension plans among different emplovere 
(i e private. State, Federal) this study uses an actuarial naethodolo- 
ffv that in effect, holds workforce characteristics and demographic 
and economic assumptions constant. The goal is to value pension 
benefits so that identical pension plan features will have the same 
cost in sp: e of factors such as percentage of women m the work- 
force or the funding practices of an individual employer. This 
method allows comparison of pension plan costs, holding constant 
economic and actuarial assumptions, and demographic characteris- 
tics of the workforce.'" , ^ . ^ ^ 
After representative plans have been defined, cost is estimated so 
that it can be compared to the cost of the current civil service re- 
tirement system. These costs are estimated and compared m order 
te identify features of different retirement systems that weigh most 
heavily in determining program costs. 

The CRS actuarial model estunates the cost of the current civil 
service retirement system at 32.2 percent of payroll. For compari- 
son to the cost of pnvate sector and State government ^ystems, the 
cost was adjusted by subtracting .05 petcent of ^y^U for adminis- 
trative costs and 45 percent of payroU for benefits to special 
irroups covered by the civil service retirement system (e.g., hazard- 
ous duty or Congressional staffs.) AdminStrative costs were re- 
moved licause the Hay-Huggins model measures the value of bene^ 
fits without the administrative costs Coste for special groups were 
removed to provide a comparison of benefits available under (JfeKfe 
to employees who are not entitled to a special formula or special 
eligibility conditions. This providef a total cost of percent _oi 
payroll. After subtracting the 7 pe; , nt employee contribution, the , 
employer cost of the civil service retiremmt system for the stand- 
ard level of benefits was determined to be 24 7 percent of payroll. 

Thp Office of Pereonnel Management (OPM) has calculated the 
entry-age normal cost of the ciJrrent system at 36.ry>ermit of 
pay-4percentage points higher than CRS's estimate The CRS ac- 
tiiariaTmodel was initially validated against this OPM cosi figure. 
Then the (^RS m xlel was modified with economic and demographic 
assumptions usee to estimate the cost of the social security system. 
Using these assi mptions which permitted CRS to estimate the 
costs of the differ ent retirement systems, including social security. 
»nth a common set of actuarial assumptions, CRS calculated the 
cost of the current CSRS to be 34.2 percent of pay. This figure dif 
fers from the OPM cost figures because of different economic and 
demographic assumptions. . ■ t j s u 

CRS then made a further adjustment to the actuarial data based 
used by OPM for its cost estimates. This adjustment was necessary 
because the OPM data included an assumption of promotion pat- 
terns in the Federal government that implied substantial grade 
creep" over the next 40 years—the actuarial period, (See Appendix 

~" This method is » siijiplifi«l version oi the conipuur-te^ "Ji?"""' "','^1 d^^eioM by t'KS 
(ur -h!- L"^lv".7of de^ Kn '.Ption.-. in tniapters i and f. The CRS nnxlel allows more dt-taiU-d 
analtis of Cfratt^ nof^^^^ for th* comparative analysis 8h<,wn h^re /"^ '^.s 

'"npS normal coet n.«d*-i. called fc-nef.t Value Compar,«.n method. *err prov.ded by Hay 



ERIC 



90 



75 



C for addition^ discussion of this subject,) After promotion pat- 
terns were actuated to keep the grade levels comparable to the 
present, the CRS model estimated entry-age normal cost at a lower 
32.2 percent of pay. The 0PM assumption about Federal promotion 
patterns adds 2 full percentile points to the agency's estimate^ of 
entry-age normal co«t. This cost difference does not greatly affect 
the analysis of the CRS* study, which focuses on relative costs 
among different types of systems and not on at^Iute levels. 

C. COST COMPARISON OF CURRENT CSRS AND REPRESENTATIVE PLANS 

The basic features of the representative private sector and State 
government retirement systems developed in Chapter 2 of this 
study an^ summarized in Tabl^ 3-1 and 3-2. Using the methods 
described previously, costs for these systems are ^timat^nl and are 
compared to that of the current CSKS, These costs are also com- 
pared to the average cost and the range of costs for the 854 plans 
in a recent study by Hay-Huggins of private sector retirement sys- 
tems.** The study includes this average as a fram^of reference to 
view the costs of the representative plans. 



Appendix A dtM: :fl^ the liay lluggitiS data base, made up lait^ely of corpomtions with 
white collar workforces The employers are drawn from all geoffraphir regions, indutitry catego- 
ries, and workforce si7es. The data base includes few smail ofTjantrations (fewer than &0 employ- 
ees i but does include the full ran^e of medium, large, and very large employers For inaiance, 21 
percent of the employers in the data bd»e employ W OOO or nwre workers and 16 peroent employ 
1 ,<KK; or fewer 
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TABLt 3 I , -CHARACTERISTICS Of REPRESENTATIVE RETIREMENT SYSTEMS-atGffltUTY AND ANQLIARY BENEFITS 
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TABU 3-2,^^^CHAIWCTERISTKS Of RtPRESENTATIVt RETBlEirttT SYSTEHS-KflERT fOmm 
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The key provisions of the representative private and State retire- 
ment systems were analyzed to determine the relative cost of each 
system. Figures 3-1 and 3-2 show the normal <xjst» of the repre- 
sentative private sector plans (and the average cort from the Hay- 
Hoggins study) compared to the CSRS. Figure 3-3 prtmdes a simi- 
lar compariron for the representative State systems. 
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FiiiURK :i I CSKS Comiiared to Representative Private Plans with Capital Accumulation Plans and to the Hay Huggins 

Survey Average: Employer Cost of Retirement Systenws Benefits 
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The line representing the relative ct«t of CSRS on the three 
charts is horizontal, showing that the normal cost of the CSRS is 
the same at all salary levels. The costs of the private systems, as a 
percent of pay, peaks at middle salary levels. Costs of private 
sector pension systems at mid-salary levels are relatively higher be- 
cause of the interac^tion of the maximum taxable wage base for 
social security » ' integration of pension benefits with social secu- 
rity. 

Figure 3-2 sh. that the representative private sector pension 
systems, not including a capital accumulation plan, are somewhat 
lower in cost than *he average system cost from the Hay-Huggins 
study.*^ Representi. .ve plan lA, which includes a capital accumu- 
lation plan, is above the Hay-Huggins average, and plan 2A is close 
to average.'^ 

Large companies usually sponsor capital accumulation plans m 
addition to a defined benefit plan: Our analysis of the Hay-Huggins 
data base indicates that t\xe average cost of the defined benefit pen- 
sion is practically the same whether or not the company also pro- 
vides a capital accumulation plan. Furthermore, the data sho.v no 
correlation between generosity of the defined benefit plan and the 
type of capital accumulation plan for companies offering both. An 
employer with a high value pension plan i» as likely to have a high 
vtlue capital accumulation plan as is an employer with a less gen- 
ero IS pension plan. Accordingly, all four retirement systems (1, lA, 
2. 2A » can be taken as representative retirement system designs. 

F' .re 3-3 compares employer costs for CSRS to those for repre- 
sentative State pension systems. The pension plan of the more gen- 
ero »s of the two State systems identified in Chapter 2, provides 
about the same level of retirement income, by itself, as is provided 
by the current civil service retirement system. Since m<^t State 
employees also have social security, the total value of benefits is 
higher than the current civil service retirement system. The condi- 
tions for retirement with full benefits of State pension plan 1 are 
similar to those of the civil service retirement system. 

State representative plan 2 is closer in design to the average pri- 
vate sector plan Employees cannot retire with unreduced benefits 
until age «5, and the benefit accrual rate is only three-fourths of 
the more generous representative State plan. Disability and survi- 
vor benefits compare favorably to the current civil service retire- 
ment system and are, therefore, more liberal than in the average 
private sector plan. However, private sector plans will have to im- 
prove survivor benefits in response to the Retirement Security Act 
of 1984, . 

Even with the higher employee contribution rate (6 percent for 
the State pension plan plus fi.l percent for social security). State 
system 1 has a higher employer cost than the CSRS at all salary 
levels. In cost. State system 2 falls between the average cost from 
the Hay-Huggins ; tudy and CSRS at all salary levels. 



About we-half tbf plans in th*- HayHuRRins study niclud«- capital acfumulfltion plans, and 
their cost is included in the overall averagr 

••• ' Flans lA and 2A an identical to plans 1 ;uid 2 except that they include a capital iiccumula- 
tion plafi in which employers match on«-half of oinploy«-e contnbutions up to <. percent of pay 
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D. OVERALL AVERAGE RETIBEMKNT COSTS 

Figures 3-1 to 3-3 illustrate the average cost at various salary 
levels. This compariron is instructive because most systems outside 
the Federal government reflect the tilt in benefits from the social 
security system and provide different benefit values at different 
levels of pay. Benefit costs do not vary by salary groupings in the 
current civil service retirement system. Rather, this system costs 
the same, as a percent of pay, for all salary groupings from the 
lowest of the highest. , . , r 

The average cost of the current CSRS is identical to the cost of 
any salaiv groupings within the system. Calculation of average 
C(^ts for private sector and State governments, however, requires 
weighting the costs of salary groupings by the number of employ- 
ees within each grouping. Table 3-3 shows these average costs, 
weighted using the actual salary data for Federal employees, and 
compares them to the current GSRS. In effect, this process esti- 
mates the cost of each system for current Fedei-al employees. These 
costs are employer costs only. State government systems include 
the cost of &;>cial security. Accordingly, employee contributions 
(e g., social security, CSRS contributions, State government require- 
ments for employee contributions, and the employee share of cap- 
ital accumulatic n plans) were subtracted from total system cost for 
the comparisons in Table 3-3. 

Table J d.—Normal Cost Comparisong —{employer cvet) 

of pay 

Civil Service Retirement System ^•'^ 

Hay-Huggins study: ^ 

25 percent of plans Mow 

Average JfJ 

25 percent of plants above '^^ * 

Private Sector Sy^nms: 

1 (offeet) V:^ 

^J^step rate). " 



I A (off^ with CAP) {27 

2A (step rate with CAP) 

State Systems: « 

1 (more generous) 

2 < leas generous) ^^'^ 

NoTK -Direct co«ipari«Mi of reUreroeitt systetwi of the private sector 
value because CRS iacJudes benefits fouiid in private sector inmiranc* pctwrsms These elements 
are estimated to be worth I percent oi payroll. 

The current CSRS costs 6.3 percent of pay more than the average 
of private sector pension systems in the Hay-Huggins survey. The 
CRS representative private sector plans also cost less than the cur- 
rent CSRS, from 5.8 to 9.9 percent of pay less, depending on plan 
generosity and whether the plan includes a capital accumulation 
plan. 
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State government pension systems are more costly than private 
sector plans and bracket the cost of the current CSRS, The more 
generous of the CRS representative State system costs 4,1 percent 
df pay more than the current CSRS while the less generous State 
system costs 3.4 percent less. 

K, ANALYSIS OF COST DIFFERENCES 

L Introduction 

The level of initial retirement benefits (including social security) 
to private sector and current CSRS workers is about the same if 
they have comparable ages (above age 62), years of service, and 
salary histories. As shown in Table the CSRS costs more be- 
cause benefits generally increase with the rate of inflation and un- 
reduced benefits are available to retirees at earlier ages. Without 
these differences, the CSRS would not be more costly than private 
sector systems. 

State government systems are more generouss than private 
sector plans, and even, for one representative plan, than the cur- 
rent CSRS. T'lrger accrual rates and availability of unreduced ben- 
efits at earlier ages cause the higher State system costs. 

Analysis of these cost differences requires estimates of the differ- 
ent features of pension systems. These estimates compare the costs 
of bafc'ic retirement benefits at age 65 including social security but 
excluding other features such as disability, early retirement or 
postretiremen t adjustments. It is possible, then, to isolate those fea- 
tures of the CSRS that are more generous than corresponding pri- 
vate sector plans. 

J, Private sector compared to CSRS 

a. Basic retirement benefit. — The basic retirement benefit at age 
ttr> for private pension plans 1 and 2, when coupled with social secu- 
rity, generates costs similar to the costs incurred by the civil serv- 
ice retirement system. The cost of this benefit in the current (^RS 
is 12.2 percent of pay; one representative private sector plan is 0.2 
percent of pay lower and the is 1-4 percent of pay lower (See 

table Shown another way, iHB^rrent CSRS replaces about 53 
p€*rcent of final saJiyry after 30 years of service. The two private 
sector pensions, by themselves, replace about 30 percent of final 
earnings which, when coupled with social security, replace about 
the same 50% average level of earnings. The total private sector 
accrual percentage is higher at some salary levels, but this is offset 
by basing private sector plans on high-5 years of salary rather than 
high-3. The overall cost of providing the basic retirement at age 65 
is about the same for the (^RS as for the CRS-developed represent- 
ative private sector systems. 
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b. Pre-a£e 65 /v^ire/wnf -Retirement before age 65 with unre- 
duced benefits adds considerably to the cost of benefits com- 
pared to those in the private sector. CSRS unreduced retirement 
benefits can begin at age 55 with 30 years of service but pnvate 
sector employees must wait until age 62 (m plan 1) and age 65 (m 
plan 2) for unreduced benefits. This feature adds 2.8 percent of pay 
to the cost of the current CSRS, compared to an additional c^t of 
0.8 percent of pay for the private plan that allows unreduced bene- 
fits at age 62. 

TABLE 3-4 -COMPARISON Of COST COMPONENTS: CSRS AND REPRESENTATIVE PRIVATE SECTOR 

SYSTEMS 



/ Base beneW pjyatte at nf 65 
^ Vesting 

DtsaWity beoefrt 
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Lmpioyse cMtritwtioR 
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Ci))rt»l /tawmtetwfl Plan {systems lA aod ?A ody) 

Totil eoq*)* cost 

c. Ancillary beneftts, -Pension systems ordinarily include bene^ 
fits for disability and survivors. Jhey are higher in thecurrent 
CSRS and accordingly cost more than they do m pnvate sector sys- 

**SrS disability benefits cost relatively jnore becuase they usea 
more liberal definition of disabUitv. The (^RS definition requir^ 
that employees be unable to perform their opecific jobs^ Pnvate 
secwr employees generally use the social security disability defmi- 
Si?^uS that indiviJuals be unable to perform any job m the 

"su^Wo'J^Tefits provided by CSRS cost more than^mbin.>d 
survivor benefits from social security and the pnvate sector pen- 
sion plan. CSRS benefits are more costly because: 

ICSRS provides preretirement death benefits to survivors of 
deceased employees with 18 months of service and without 
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regard to the employees' ages. The representative pi^vate 
pension plans pay no preretirement survivor benefits unless 
the deceased worker had reached his 55th birthday and 
worked at least 10 years. (The recently enacted Retirement 
Security Act will change this to cx>verage after vesting.) 
—If an employee elects to provide a post retirement survivor 
benefit under CSRS, the basic pension at retirement is re- 
duced by less than a full actuarial reduction (in effect the 
entire system subsidizes part of the cost of the survivor bene- 
fit). Private sector pension plans are permitted to ERISA to 
apply a full actuarial reduction (no additional employer cost) 
to compute the survivor benefit, 
CSRS survivor benefits are more costly than those available to 
protect survivors of private sector employees, even though social se-^ * 
curity is an added cost for private sector systems. 

d, V£»<i/^.— Employees earn a vested right to pension benefits 
after a particular number of years of service. Once vested, they will 
not lose benefits even though they leave the particular employer 
before becoming eligible for unreduced or reduc^ benefits. The 
value of these vested benefits adds to the total cost of a pension 
system. Vested benefits in the private sector are more ^mluable, 
and cost more than they do in the current CSRS, 

Employees who l^ve Federal employment (after vesting but 
before they are eligible for a benefit) and witbdrav their contribu- 
tions to the CSRS forfeit their rights to vested benefits (including 
those financed by the government),** In the private sector, ERISA 
requires that employees who terminate employment after vesting, 
but before benefit eligibility, retain rights to the employer-funded 
benefits. Private sector employees retain the rights to their vested 
benefits while CSRS covered employees oft^n forfeit the employer- 
paid portion of vested benefits. The low of CSRS vested benefit 
rights lowers the cost of this sjrstem in comparison to the private 
sector systems. In addition, private sector employees are covei^ed by 
social security, which is fully portable and nonforfeitable. 

Inflation protection. — The civil service retirement system bene* 
fits generally increase with the rate of inflation while private plan 
benefits do not. This feature accounts for most of the cost differ- 
ence between CSRS and private sector systems. Social security ben- 
efits also are generally mcrea^ at the rate of inflation, but pri- 
vate pensions were indexed only about 30 percent according to ex- 
perience in a re<»nt period. The inflation adjustments in th '^SRS, 
a>mbined with this system's ^urly retirement provisions, 11,5 
percent of i»y~about 7 percent of pay more than th^ /ate 
sector plans. 



Thw foifesture ig» a i^t^vigkm of law aod nai necemmnHy m Umeml cooaequcocr of wiUidniw- 
ing employee contributsofm. THeoretkaily, thm provt«o uf law cmikl be changed to allow empiof- 
eee to retain ti» rigbt to the eosployernifuM pc^tion timr v«etad tiofiafita, evcm if they witih 
draw their own ocmtribcitHyiia. 
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f. Employee contributions.-^mployee contributions under CSRS 
are sli^tly higher than the private sector emplovee's contribution 
to social security. Subtracting employee contributions from the 
total system cort results in the employer-paid share of civil service 
retirement syst m costing 7.4 percent of pay higher than in the pri- 
vate sector sys em 1 and 9.9 percent of pay higher Uian in the pri- 
vate sector system 2. 

g. Oapitah accumulation plans.— yfhen capital accumulation 
plans are included, private sector systems lA and 2A increase in 
value but are still less costly in total than CSRS. The employer cost 
of the capital accumulation plans is 1.7 percent of wiy. Only em- 
ployees choosing to participate receive any benefit from a capital 
accumulation plan. 

J. State systems compared to CSRS 

a. Basic Benefit at age $5. — The tesic unreduced benefits provid- 
ed by State government systems cost more than those under the 
current civil service retirement system* (See Table 3-5.) State pen- 
sion plan 1 provides 2 percent m^crual for each year of service com- 
pared to the average 1.87 percent provided by civil service (Jip years 
of service). State pension plan 2 provides L5 percent pay. State 
plans both have social security benefits adcted on to the basic pen- 
sion. 

TABLE 3 5.- COMPARISON Of COST COMPONENTS: CSRS AND REPRESENTATIVE STATE SYSTEMS 
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b. Pre-age 65 retirement,— pension plan 1 permits retire- 
ment with full benefits at any age with 30 years of service. Because 
relatively few employees achieve 30 years of service and retire 
before age 55, and because wcial security is not available until age 
62, this provision is only slightly more costly than CSRS. State 
plan 2 does not permit retirement with full benefits until age 65 
and, therefore this feature is less costly than the CSRS. Both State 
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plans permit voluntary retirement with reduced benefits before the 
normal retirement age, while CSRS has no comparable provision, 

c. Vested benefits.—The coat of employees' vested benefits is 
greater for the two representative State systems than for CSRS, 
The higher cost is due to two factors. In both the CSRS and the two 
State systems, employees who withdraw their contributions when 
they leave employment forfeit the eraployer-financed vested bene- 
fit. The State systemb, however, return the employer a>ntributions 
with interwt, the CSRS does not. Also, State employees are covered 
by social security, which is fully portable. 

d Ancillary fce/ie/ifs.— Disability benefits are more costly for 
both State retirement systems than for CSRS, Hie representative 
State pension plans use a definition of disability comparale to 
CSRS, State plan disability benefits ftre calculated using the basic 
retirement benefit formula (accrual rate x years of service x com- 
pensation base) with the disabled employees' years of service pro- 
jCNCted to the normal retirement age. On average, this method 
yields a benefit that i© 40-50 percent of base pay, compared to an 
average of about 40 percent for CSRS, State employees also are eli- 
gible for social security disability benefits,** The disability benefit 
of State retirement system 1 is more costly than State retirement 
system 2 b^use its basic retirement benefit formula is more gen- 
erous. 

Survivor benefits cost about the same under the State plans as 
they do under CSRS, Because survivor benefits are dependent, in 
part, on the basic letireraent benefit formula, State retirement 
system 1, with its 2 percent accrual rate, costs slightly more than 
the other systems, 

e InfUitionprntectiow-Axidexing has a mixed imf^ on the rela- 
tive a)sts of CSRS and the representative State systems. Both State 
pension plans index their benefits at 1 percent below the 4 percent 
inflation a^umption used in this analysis. The lower rate of index- 
ing is more than offset under plan 1 because indexing is applied to 
a higher basic retirement benefit. For State pension plan 2, the 
cost of indexing is lower than for CSRS because indexing is at a 
lower rat« and tends to be applied over a t^horter period since em- 
plovees must wait until age 65 to receive unredut^ benefits. 

f. Employee contributions,— Employee contributions, including 
social security, under State system 2 are only 1 percent of pay 
higher than CSRS, but the State system 1 contribution is substan- 
tially higher, thereby removing much of the employer cost difTer-^ 
ence between this State plan and civil service. 

The total cost of benefits under the more generous representative 
state plan is 40,9 percent of pay— 9.2 percent of pay, or nearly 30 
percent greater than the current CSRS, However, employees under 
this State plan pay a contribution of IZl percent of pay (6,1 per- 



'^Kmploye*^ ret'eivmg SiMe penmon plan dM^abilsty Ijfwru^ do nt»l nlwayn Tk%yi\'e a mki»1 m*- 
curify disability benefit diH* !o mKml m<iiniy's t»lr»cf<*r defifuiion of difiabilily 
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cent for social security plus 6.0 percent for the State pension, com- 
paml to CSRS's 7.0 pewent) This reduces the coU to the State as 
employer to 4.1 percent pay more than the CSRS, 

ni, Rm-ACKMKOT Ratk Analtbis 

A. INTHODUCnON 

Replacement rates measure the level and distribution of retir^ 
ment income relative to preretirement earnings, and they are used 
throughout this study to analyse and compare rrtireroent sy^ms. 
Replacement rates will be used in Chapters 4 and 5 to show distri- 
butional effects of a new retirement system compared to the cur- 
rent system. The distribution differs because social security, with 
its benefit formula tilt, replaces more income for lower mcome 
workers than for higher income workers. The current civil service 
retirement system includes no redistributional features. 

Replacement rates are simple and 8traightf<*ward. They are cal- 
culated by dividing workers' retirement benefits by preretirement 
earnings Though simple in concept, calculations and their inter- 
pretations are difficult in practice. These difficulties are usually 
caused by inadequate data. 

/. Gross and net replacement rates 

President Carter's commission to study retirement income pro- 
grams concluded that "the replacement of preretirement disposable 
inc6me from all sources [was] a desirable retirement income 
goal ' »* The Commission developed rough data to show ttiat re- 
placement rates necessary to maintain a constant standard of 
living were lower for higher income workers than for lower mcome 
workera. After adjusting for changes m tax liability, work-related 
expenses, and savini^ and investments, the Commission estimated 
that in 1930 retirees needed to replace from 51 to 86 percent of 
before-tax final earnings, depending on income and mantal status. 

This chapter, analyzing retirement i^ystems as they now exist, 
uses both gross and net replacement rates in its analysis to show 
retirement income generosity and distribution across the siUary 
scale. Chapters 4 and 5, on the otiaer hand, present analysis ^ ofv 
tions for deigning a new Federal retirement system for workers, 
many of whom will not retire until well into tiie nexj century. For 
this analysis, only gross replacement rates are used because devel- 
opment of net replacement rates for a penod 40 years in the futiire 
would require assumptions about changes in current Federal tax 
laws to make tiie analysis meaningful. Furthermore, gross reph^ 
ment rates are sufficient for a comprehensive examination of the 
analytical issues for the new design of a Federal retirement 
system. Net replacement rate analysis in this chai^r only takes 
into consideration changes in tax liabiUty and any direct l»yniert» 
made by workere to the pension system. Because of the lack of reli- 



-Cmtim of A^: Towaid m futiontd Kttiretaeot bteome Polkj Pnmient'* CommMoa on 
Perwion Policy. 1981. 
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able data on consumption expenditures, such as work-related ex* 
penses and savings, they are excluded {ron\ the analysis.'^ 

2. Replacement rate methodology 

Replacement rates provide a powerful analytical device* and they 
are used extensively throughout the study. They permit analysis of 
benefit generosity and distribution. The analysis shows differences 
by: (1) income class, (2) real beneflts over time, and (3) retirement 
age. 

This chapter analyzes replacement rates for the representative 
private sector and State government pension systems identified in 
Chapter 2. Both representative private lector plans int^p*ate their 
benefit formulas with social security; the two State plans do not. 
Ms^or private sector compani^ usually offer a capital accumula- 
tion plan in addition to the basic ,^fined benefit pension plan. Re- 
placement rates in this chapter include the effects of a capital ac- 
cumulation plan as if it had been offered and employees had par-^ 
ticipated fully during their working years. 

a. Analytical Framework, — Retirement income is usually ana- 
Ivzed onlv at the time of retirement. The replacement rate model 
developea by CRS goes well beyond this to estimate retirement 
income both before and after taxes at various years afler retire- 
ment and compares that with today's standard of living. TTiis €R)5 
model shows how benefit levels may be eroded by inflation and 
changes in tax liabilities. 

Federal workers may retire at age 55 with unreduced benefits. 
While State and private sector workers alro may retire early, social 
security benefits— a maior component oC retirement income — are 
not available until age o2. The differences in tax treatment of em- 
ployee contributions to the retirement systems also cause changes 
m net replacement rates that affect the comparison at different 
points in time. A retiring Federal worker's initial net replacement 
rate drops significantly within one. to two years after retirement 
when the benefit changes from "tax free" income, while retirees 
are recouping the amount of the contributions, to fully taxable 
income. Although thi6 tax change affects State retirees, who also 
may pay pension contributions, it does not affect private sector 
workers in the representative plans, because they usually do not 
contribute directly to the cost of the pension and so must My taxes 
on pension benefits from the beginning. One-half of social security 
benefits is not taxable, however, and the portion of the other half 
that can l^ome taxable depends on the degree to which the combi- 
nation of adjusted gross income and one-half of social security ben- 
efits exceeds threshold amounts ($25,000 for single individuals and 
$^)2,000 for ebuplasfl Thus, under current tax laws social security's 
value in terms of net replacement of income is higher than most 
forms of pension income.^* 

Both gross and net replacement rates for workers retiring before 
age 62 under the State and private plans will change significantly 



" See Appendix C fur a full dboicston of the CRS repbcrmetil rate nMdel, and for an expJanH' 
tion of 90fne difTicukie* with the tH*t rtp\9icmtni rate conct^ for m period 40 yemn into the 
future. 

For a brk-f dtMUfwion of the tax treatment of privute penokni plami, see Appendix A. 
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when social security benefite begin. A slight change m tax liability 
occuffi under all systems at age 65, when retirees become entitled 
to oh additional income tax exemption. Changes in replacement 
rates occur each year in reUrement for plans that do not fully 
adjust benefits for price inflation. This analysis therefore looks at 
net replacement rates over the retirement years because many 
changes occur with time. Irtitial replacement rates are only the 

^b^^Ag^rvice aymhinatiom selected— To illustrate the replace- 
ment Wtes under the various reUrement systems for workers retir- , 
ine in 1985, it 4s necessary to select various combinations of age 
and years of service. To keep the P^^ti«!?,^«»*«^^^^.vf,7 
combinationis of age and service were selected— 55/30, GI/IO, b5/l0, 

65/30, and 65/40. . . , . i ♦ 

Federal workers are first eligible for optional retirement under 
CSRS at age 55 with 30 years of service. About one-third workers 
who become eligible at age 55 retire within one year. This combina- 
tion of age and service is a benchmark for comparing replacement 
rates under the present system with those under any of the State 
and private systems. The 65/ IC combination shows replacement 
rates for short-service Workers. The 62/20 combination illustrates 
the effect on replacement rates when reduced social security bene- 
fits begin. The 65/30 combination illustrates the replacement rates 
received by career workers with, unreduced benefits. Although re- 
placemeid rates for an age 65/40 year combination are included to 
show thJ^n potential of participating in the different retirement 
arrangem^ts, relatively few persons work that long for one em- 
ployer. Tiie replacement rate tables for the five age/service combi- 
nations are included in Appendix D. . 

c Effect of capitai cuxumulatwn plan on replacement rat^.— 
Many private sector workere have thfe option to participate* in a 
capi4l accumulation plan. As shown in Chapter 2, workers contrib- 
ute to the capital accumulation plan with either pre-tax dollars 
(e.g., 401(k) pfen) or post-tax dollars {e.g.. thnfl or savings plan). 
Workers participating in a capital accumulation plan obtem ^ 
higher postretirement replacement rate in ^change for less dispos- 
aWe income during the Ume thev pav into the plan.»» The after-tax 
cost of contributions to a 401(k) pU is lower for workers with 
higher marginal tax rates. , v. i 

Voluntary participation in the capital accumulation plan over a 
long working career significantly increas^ gross and net replay 
ment rates. This is for two reasons- (1) the 6 percent of salary wved 
bv the worker participating in the Capital accumulation plai^jaiong 
with the employer matohing contribution (3 percent of sal^) and 
earnings on the fund balance, are paid back as retirement income, 
thereby increasing the numerator of the replacement rate, and (f» 
workers who elect to defer receipt of comoensation will lower their 
preretirement spendable income throughout their working life, 

""The voluntary capital accu»nul«U«j pUn used for th» .natywi » treated P"*!*** 
an a SlCfcTp^n (S^poendU A for a /urther ducumam of capita! accuOTuUtwrplamU^ 

tt^imount contributed to the capita accumulaf too plan Inatead. the analywa tre«t« theinasil 
^W^ri^k^t^^^^'r>ui»tum plan we,* «idition«l wving., or. m other word., 
forgone current c<Mwnimptk>n 
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thereby reducing the denominator. Comparing the replacement 
ra^es of two private sector retirees with the same grass salary 
shows that the one in a capital accumulation plan will have a sig- 
nificantly higher replacement rc^e, but at the expense of lower pre- 
retirement spendable income. The small change in tax liability- 
lower income taxes as a worker and higher taxes as a retiree-Tdoes 
not affect this overall result. Earnings replacement rates shown in 
this study for the current CSRS do not take into account anticipat- 
ed retirement income from voluntary savii^ of workers. The cur- 
jrent CSRS does not provide for employer contributicnns to employee 
savings plans. A Federal worker who voluntarily saved 6 percent of 
pay would increase his earnings replaa?ment rate above that 
shown on the charts. However, be would have to save 9 percent of 
pay to eoual the increase in retirement income available to a pri- 
vate woriter whose employer offers to contribute 3 peiwnt of pay 
(one-third of the total) to the caRital accumulation plan. 

d. Assumptions for replacement m/es.— Replacement raU» shown ^ 
in the following graphs in. this chapter and the tables in Appendix 
D assume the followmg: 

(1) Married workers always take their pension benefit in the 
forih of a joint and survivor annuity. Thi-^ reduces the earnings 
replacement rate for married workers compared to similar 
single workers. 

(21 Married workers receive a full spousal social security ben- 
efit, thereby increasing the social security benefit by 50 per- 
cent. This is especially significant to lower paid workers be- 
cause of the Weighting of the social security benefit in their 
favor. (St*e Figure 3-4. > 

CA) Workers participating in the voluntary capital accumula- 
tion plan participate fully during their entire period of service. 
The plans are designed as 4()l(K^ plans and, therefore, tlie em- 
ployee contribution is not taxed currently. Such plans must 
satisfy IRS tests that specify the amount that mav be deferred 
by the higlier paid one-third of workers in relation to the 
amount actually deferred by the lower paid two-thirds. The re^ 
placement rate from an annuity bought with the voluntary 
capital accumulation account balance declines over time by the 
rate of inflation since the benefit is unindexed. 

(4) Interest rates on the accumulated (X)ntributions in the 
voluntary capital accumulation plan are compounded annually 
using historic!al interest rates earned each year f>om 1944-1984 
by participants in the Teachers Insurance Annuity Awociation 
(TIAA) defined contribution plan. Since it is the largest private 
sector defined contribution plan, it is representative of past in- 
terest rates earned by large numbers of workers. Different in- 
terest rates, salary growth and participation rates would ' 
change the value of the capital accumulation plan. 

(5) Gross replacement rates under the capital accumulation 
plan are the same for workers with the same amount of service 
and retirement a^e but with different starting salaries since 
salary growth and interest ratess are assumed to be the same. 

<6) Inflation over the postretirement period is 4 percent. Pri- 
vate pensions are adjusted during the oostretirement period by 
SO percent of the increase in the CPI. State plans place a 3 per- 
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cent limit on the cost-of-living a«iwtment. Social security and 
CSRS benefits are fully indexed and adUusted annually. 

(7) Salanr increases each y^ are based on average salary 
growth and estimated promotional pattema. 

B. OEOfiS &KPLACKMKNT BATES AT RKtlREMENT 

This section shows (1) the eflfect of marital status on social securi- 
ty and CSRS benefits and (2) gross replacement rates at, U»e time of 
retirement for career workers retiring at age 65 with JO years ol 
service,*' 

1. Effect of maritcd status on social security and CSilS benefits 

At age 65, workers may retire with full social security tenefits. 
Figure 3-4 Ulustrates not onlv that social security benefits are 
weighted in favor of lower paid workers, but also that civil servwe 
benefits replace the snme proportion of final earnings for aU work- 
ere with the same amount of service. This figure also shows h<w 

the social security tUt is incrbfifed »»f7»«t'*«'^«" ^S^tJ^J" 
ffible for the 50 percent spousal benefit" In the case of CSKS, bow- 
ever, married workers would have their benefits reduced by 5 to 9 
percent to provide survivor protection. This reduction is to help 
Sy for the cost of extending the pension over the expected lifetune 
of two individuals. 



"«»0n« «pUicemrot nrtai for the vmricm gyfUmm differwt •«e/«!rvk* combma- 

tiom for both Mn«le and marmd peiwins are ui A|>p^Ux IT . ^j. 

« Many siwu^ receiw wcW mxu^ b««fi«» \m>ei on Uieir own ^"^»f'f,,i»«^ ^ 
th. itoaly » ouwvntoe th»t tt' combined •odal aaoirHy Iwwrflt wilfcbe at km^ 

^S^t 0^ if tSnSrk*^ w^ BuH^. B«»M» the tpo^ beoaftt m often etert«d 

iUightiy ieaa than 50 pertwit of the primary wrtw* benefit. 
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FfGURE 3-4.— Cf row? Ref4acement Rates for CSRS and Scxrial Seomty-^ingle and 
married Empioyees Age 65 With Years of Service 
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2, Gross replacement rates for career workerh 

Figures 3-5 arid 3-6 show the extent to which groes final earn- 
ings would be repla<^ under the representative State and private 
systems (social security plus pension) for career workers retiring at 
age 65 with 30 years service. Hiese are compared, on each figure, 
tOjthe groNMi replacement rates for CSRS. F%ure 3-5 shows that 
persons with final earnings all the way up to $65,000 would do 
better at the point of retirement under bcHh State systems than 
they would under the current CSRS. Since these State systems are 
'*add-on'' plans, computed indepencbntly of social fi^curity, the 
overall replacement rates maintain the tilt of the social security 
benefits illustrated in figure 3-4. State system 2, which is less gen- 
erous, repla<^ about the same final earnings for the $65,000 work* 
ers as CSRS, but provides substantially higher replacement rates 
for workers with lower oamin^. 
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FiouBK 3-&.— Grow Keplscetnent Rates for State Sjrrtetns I and 2-hSii^« Ehifrfoyee 

Age 65 With Ye«r» of Service 



Figure 3-6 shows replacement ra<« di»tributicn for the two repre- 
sentative private systeihs (without a capital accumulation plan). 
Both private systems follow almost the same distributional curve 
even though one provides an offset plan and the other a step-rate 
plan. Social security benefits are taken uito account explicitly in 
offset plans and implicitly in step-rate plans. Both private systems 
provide higher gross replacement rates than CSRS for workere 
with final earnings up to about $40,000. Prom that point on, CSRS 
provides slightly higher replacement rates. However, most Federal 
retirees in FY 1983 had final earnings below $40,000. 
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Fk>uu 3-6.— Craw RapboBiDent Rates for Private Systems 1 and 2— l%tgle 
Employe Age 65 With SO Years of Service 
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Since the two private plans are integrated with social security 
and provide benefits tilted in favor of the higher paid workers, the 
distributional curve is flatter than for the two State systems shown 
in Figure 3-5. The combined social security and pension benefits 
under the private systems maintain part of the social security tilt 
and still yield higher earnings replacement rates to lower paid 
workers. 

Effect on capital accumulation plans on replacement rates 

A growing number of private sector retirement systems include 
company-sponsored capital accumulation plans. Analysis compar- 
ing cost and replacement rates of representative private sector 
plans to those of the current CSjRS have therefore included capital 
accumulation plans as part of the benefits iM^ckage available to pri- 
vate sector employees. The analysts of options tor a new Federal 
retirement system (Chapters 4 and 5) also considers the effects of 
these savings plans on retirement system costs and on employee 
benefits. 

Addition of capital accumulation plans to an overall retirement 
system increases replacement rates substantially. This is because 
recent hi^h interest rates cause large increases in benefits from 
these capital accumulation plans. For the private sector/current 
CSRS comparison, workers are a£»umed to retire at the end of 1984 
and an interest rate of 10.6 percent — very high by historical stand- 
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ards— was used to convert the account balance into an annuity. 
Monthly annuity payments are very sensitive to this interest rat« , 
assumption. . 

Although capital accumulation plans are relatively new as a 
major feature in many retirement systems, this analvsis aasum^ 
that the plans have been in effect during the workers entire work 
life and that the workers participated fully each year by contribut- 
ing 6 percent oi pay. Thus the rates shown should be considered to 
be an upper Umit of what is pf «sible, rather than what is likely. 

Figure 3-7 shows the substantial increase in gnSes i«placement 
rates if a worker participates ftiUy in the capital accumulation 
plan over the entire 30 years. The initial benefit provided by the 
capital accumulation plan when added to social security and the 
private pension, replaces over 100 percent of gross earnings for 
workers with final earnings up to $65,000. (Net replacement rates 
would be even higher.) If workers did not participate in all years, 
had slower salary progressions, earned lower interest rates, or did 
not contribute the full 6 percent of pay, replacement rates from the 
capital accumulation plan would be lower. The higher replacement 
rate achieved by participation in the capital accumulation plan 
comes partly at the expense of lower preretirement consumption. 
(The pension component in representative system 1 is the same as 
system lA, except that the latter includes a voluntary capital accu- 
mulation plan. The same rule holds true for private systems 2 and 
2A.) 
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FfOUKS S-T.-^Irom Replacmrai Rates tot Pktrate Spiiesm lA and 2A— Single 
Ekni^oyve Age 65 With 80 Yeani ot Servke 
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REPLACKMRNT EATE ANALYSIS DURING RKTIRSMENT 

Because of limitations in examining replacement rates solely at 
the point of retirement, the rest of this chapter discusses changes 
occuring over time emi^hasisdng net replacement rates. Net replace- 
ment rates reflect differeni^ in tax treatix^nt of pr^ and posfre- 
tirement income. Key ages at which net replacement rates are ex- 
amined are as follows: 

55 Initial annuity f9tarting date. B^i^ta under <xmtributory defined 

benefit plans are not taxable yet 

58 Usttally benefita under cimtxSniiory plans would beocRne fully tax- 

able. 

62 Reduced aocial f»curity b^oefits becraie availal^^ 

65 AdditicHial perftmal income tax exemptkm beccmes available. 

56 to 80 Benefita that are not fully indexed are eroded 1^ inflation, 

1 

Figures 3 -8 through 3-^12 and Table D~l in Appendix D show the 
effect of these factors for single workers in dinerent ymrs of the 
postretirement i>eriod under CSRS and under each of the repre* 
tentative private sector and State government systems. 

Figure 3^8 compares net replacement rates under GSRS and the 
State systems for a single person who retired at age 65 with 30 
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years of servi e and final salary of $30,000.-*^ At retirement, State 
plan 1, tc^ther with social security, provides a net replacement 
rate of about 81 percent, compared to 72 percent for CSRS, When 
replacement rates are calculated at age 58, they drop sharply. Age 
58 was selected for computational purposes because by this time 
the retirees have fully recouped their after-tax contributions and 
their pension benefits are fully taxable. Actually, participants in 
State system 1 receive their contributions hack ' i benefits after 
about 11 months. This takes about 3 months under State system 2 
and about 14 months under CSRS, CSRS and Stat^ system 1 rom- 
pare fairly closely from age 58 to 62. From age 58, the CSRS re- 
placement rate remains at about 63 percent because benefits are 
indexed for inflation. State system 1 erodes gradually because ben- 
efits are only partly indexed to inflation. ' 

FiGURK 3-8,--Net Replacement Rat^ for State Sysietm 1 and 2— Single Employee 
A«e 55 With 30 Year» of Serviw, Pinal Gmas Salary: $30,000 



a 
c 




The two State plans In our illustrations are actually indexed by 
three-quarters of the rise in inflation since our postretiremen! in- 
flation rate assumption is 4 percent and the State plans are as- 
sumed to cap their costH)f'living adjustment at 3 percent, A higher 
inflation rate assumption vould cause further erosion in the value 
of the State plan benefits. The two illustrative private plans are as- 



S&i rpplacemfTit mief^ for »inKl^ and married workers at other final solary levels are shown 
in Appends 0 
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sumed to a4jU8t beneflto by 30 percent of the rise in the CPI, re- 
gardless of what inflation actually is. 

At age 62, the net replacement rate under State system 1 jumps 
to nearly 90 percent because social security benefits become avail- 
able to ty - retiree. Net replacement rates also increase slightly 
under all systems at age 66, when Federal income taxpayers qual- 
ify for an additional exempti(Mi. Thereafter, inflation erodes the 
State system 1 replacement rate down to 78 percent at age 80. The 
State system 1 retiree at age 80 still has a higher net replacement 
rate than the CSRS retiree, by about 20 percent State system 2 fol- 
lows a similar pattern to State system 1, except that it begins at 
around 29 percent at age 55 and ends at about .44 percent. At age 
80, the State plan 2 retiree's replacement rate would be about 32 
percent below that of the CSRS retiree. 

Figure 3-9 compares net replacement rates under CSRS and pri- 
vate systems 1, 2, lA, and 2A for a single person who retired at age 
55 with 30 years of service and final salary of $30,000. If a worker 
covered by private system lA or 2A did not participate in the cap- 
ital accumulation plan^ the replacement rates would be the same 
as thoee^Provided by private fifytems 1 and 2. It should be noted 
that two-thirds of the area between the bottom replacement rate 
curve (private systems 1 and 2) and the top curve (private systems 
lA and 2A) is the result of the 6 percent voluntary employee con- 
tributions made to the capital accumulation plan. Federal and 
State workers in our analyses are af :umed not to save additional 
amounts for retirement since no vtv ioyer-matched savings plan is 
offered. If only benefits derived .rom the 3 percent employer 
matching contribution to the private sector capital accumulation 
plans were shown together with th* iiension and social security, 
net replacement nates under private systems lA and 2A in figure 
3-9 would be lower than CSRS at every age level for a ^S0,000 
earner choosing early retirement. 
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FiouRK 3-9.— Net Replacement H^teB for Private Systema-- Single Employee Age 55 
Wfth 30 Years of Service, Final Giw Salary: %SO,m 
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While starting at about the same level, after private plans lA 
and 2A retirees begin receiving social securitv at age 62, their net 
replacement rates exceed those of CSRS until age 78, but inflation 
continues to erode the private benefits after this period to levtete 
below CSRS. At age 80, reirfacement rates under pnvatesyirtems 
lA and 2A are about 14 percent lower than those of CSuS. Since 
the capital accumulation component w unindexed, the replacement 
rate curve for systems lA and 2A declines more steeply than for 
private systems 1 and 2. , ^ « , . » 

Figure 3-10 compares CSRS to State systems 1 and i for a smgle 
person who retired at age 66 with 30 years of service and a final 
salary of $30,000. In these cases, the two State systems provide 
higher net replacement rates than CSRS. First, unreduced social 
security benefits are available at age 66. Second, benefita under the 
State plans are not actuarially reduced for early retirement ^ they 
would be for a worker retiring before age 66. State system 1 begins 
about 60 percent higher than CSRS and decUnes. to about 45 per- 
cent higher at age 80, State system 2 follows a similar path, but 
b^ns at about 24 percent higher. 
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Figure 3-11 compares CSRS and private systems 1 and 2 for a 
sing e person who rrtiredat age 65 With 30 yea« of service and a 

AX^r1?^R«^;^ ^ nearly identi^ 

After the CSRS retiree recoups his afler^ contributions and his 
benefits become fiilly taxable, the replacement rate drops slightly 
below the pnvate system's until age 73, when they aU aiTabout 65 
continue to erode the private benefits so that at 
age 80 they are about 8 percent below those of CSRS 
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Pkjuk 3-ll.-Net RepJacement Rate, for Private Systetn* 1 and 2-Single 
Employee Age 65 With 30 Yeare of Service. I inal Gro« Saiaiy: $30,000 
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Figure 3-12 compares CSRS and private «rBt«ms lA and 2A for a 
single person who retired at age 65 With 30 years of service and a 
final salary of $30,000. The replacement rates from the private sys- 
tems which include a supplemental capital accumulation plan to 
which the employee contributes 6 percent of pay are nearly identi- 
cal. Inflation erodes the private wstems, however, from an mitial 
net replacement rate of about 130 pfereent to about S^^rwnt at 
age 80. The net replacement rates at age 80 stiU exceed CSRS, how- 
ever by about 42 percent Even if just the 3 percent employer 
matching contribution were taken into consideration, net replace- 
ment rates for the private sector workers retiring at age 66 with 
^,000 final earnings would still exceed CSRS. 
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CHAPTER 4: ANALYSIS OF DESIGN ISSU^ TOR A NEW 
FEDERAL RETIRENENT SYSTEM 



I. Introduction 

In the preceding chapters, pratsion prw:tic88 comtm>n to ^ploy- 
ment cmtside the Federal Government were identify and their 
costs and b^efits analyzed. Representative plans were developed 
so that comparisoM oould be taaAe to the costs and boMfits o( Fed- 
eral workera. One of the rei»esentative State plans exceeds the 
current CSRS by about four percent <^ ray. The CSRS exceeds the 
cost of the other representative plans by between three and ten 
peivent of pay. The loj^r cost of the current CSRS occurs primar- 
ily for two reasons: CSRS benefits payable at age 6i are higher 
than private sedor benefits payable at that age^ and benefits 
are better protected agaimai inflaticm that occurs after the heaeRte 
are awartted. 

The study has determined, however, that for workers retiring 
after a full career tuxter private and Stateinstems, replaoenMnt 
rates at retirement are similar to those of CSRS. It was also found 
that in recent years anotlrar bm^t cmnposi^t, the min^aniratal 
capital accumulation plans, has often been added to <he benefit 
fltructure oS private sector employees. This potentially impmrtant 
feature retirraunit inoon» planning is not available to Federal 
woricers. Furtlierm<w«, most private petmotm are n«i-ocmtributory 
except in the instance of these supplemental idans. 

In private sectcn* plans, ERISA prohibits fbrfeitttre of vested 
rights to deferred benefits upon withdrawal of employee contribu- 
tions. Thus, in omtra^ to the culnmt.OSRS, in whidi benefit cred- 
its oS resagning employees are either Meited or lose valiu» over 
time, tlie retirement mutetm of employees in the private sector do 
iMrt penalixe.as severely those asiplqyees who choose to move from 
one job to another. Social securi^ credits are portable or transfer- 
rable from joly to job and are imkixed to retain tl»ir rmd value. 

Emc4oyees who beomne totally and' perma*^tly disal^ are 
often better off, at least initially, with typical private sector disabil- 
ity protection (including social security), eroeoally if those emfdoy- 
ees nave had c^rt service, km salaries or nave a<uiti<mal depend- 
ents. The current CSRS does provide bendits for the survivors of 
workers that in some instances are better than those found in roost 
<^r employinwnt, but life imuranoe provisions found in the 
vate sector plans are <rflen superior. Finally, current CSRS retirees 
may elect survivor benefits, but it causes a reduction in the retire- 
ment annuity. Similar provisions in private sector pension plans 
require a greater reduction, but social security survivor protection 
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does not cause a reduction in the retirement benefits of primary 

beneficiaries. „ . , ^ _* 

In t^js chapter, iflsues in designing a Federal retirement system 
will be examined according to the findings of previous chapters. 
The chapter is divid^ into the three m^r retirement wstem com- 
ponents: Retirement, disabiUty, and survivor or faniily benefits. 
Each design alternative will be compared to pension practtces 
commou to employment outside the Federal gftvernmect aral to 
how well the benefits of the current CSRS f^J^^^- Some 
design choices were dev^oped that differ from both CSRS wid the 
practices cominwi to em|doym«Dt outside the government u th^ 
alternatives showed potential for improving existing benefit de- 
signs. Costs of particular choices are shown with the effects of each 
upon benefit distributions. , ^ . _^ •, l 

In each section, the bswic tradeoffs in costs and benefits are ana- 
lysed. An important purpose of this chapter is to determir e the 
effect upon aU retirees if more or less plan money is roent on one 
feature or another, or up<ra one group relative to another, oymld- 
ing total system costs constant, it is possible to determine the effect 
u«>n categoriw of beneficiaries by shifting the concentration of 
tpfan expenditures among the basic plan components or between 
specific provisions within those components. . . x- 

^nefit levels are displayed by use of gross rwlaceroent rates for 
employees retiring in the year 2030, after scheduled changw to 
social security have phased in. ComparisMms of d^ign alternatives 
by use of gross replacement rates provide adequate information as 
to the relative effects of each variation. Net replacement rates are 
not shown for these employees because the futore relatioiwhip be- 
tvrecn economic assumptdons, social secufity benefit tax babihty, 
and the o^rall structure of Federal and other taxes can not be pre- 
sumed. Showing the sensitivity of net rephicement rates to changes 
in that relationship would further complicate an already complex 
analysis. Under some deigns, the tax habilities of new Federal 
workere ^and ftiture retirees) covered by social security could be 
significantly affected by the structure of their retirement system 
relative to comparable tax treatment of current workers. Analysis 
of these differences can be accomplished as specific proposals 
emerge. ? 

II. Design Issues in Rbtibkment Beneftts 

A. ANALYTIC APPBOAOH TO RETIREMENT ISSUS» 

The number of petential rety^ment system designs is virtually 
limitless, and all of them can be modified to meet detennined cost 
objectives. Because the issues in benefit ttesign can be analyzed 
within a range of costs, this study separates the issues of cost from 
the issue of pension design. The separation was accomplished by 
holding the total costs of the plans approximately the same as each 
major benefit provision was analyzed. , * . * , j . • 

The important issues in benefit design are related to plan distri- 
butions along the salary scale, for different age and service combi- 
-nations, between retiring employees and those who leave before be- 
coming eligible for immediate benefits, and among the different 
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plan coiriDonents: retireraetit, disability, and ^urvtvun» cr family 
Denefits. Within the same overall cast, monev can be more heavily 
spent upon one provision at the expeni^ of a lOther; benefits can be 
made to favor one group relative to anothei-. AII^ of these distribu- 
ironal questions can be resolved before the cost of the system is fi- 
^nally fixed— cost determines the generosity of a system but does 
not have to determine its distribution to specific provisions or 
within categories of beneficiaries. 

1. Constant cost and benefit equivalence 

The Congressional Research Service established a common 
framework so that important choices could be analyzed individual- 
ly as variations from the same base. Each variation compares (1) 
benefits of the current GSRS to (2) the benefit distributions that 
would occur under identical circumstances if the plan is changed to 
reflect practices in other employment. 

Constant cost analysis relies open the concept of ''actuarial 
equivalence" in which the aggregate present value of benefits pro- 
vided under two alternative sets of provisions are proiected to be 
identical, even though the provisions themselves differ. Specific 
provisions can ^Iso be structured in several different ways that 
would yield to an individual retiree the same lifetime oresent value 
of benefits. Thus, normal costs of two sets of provisions can be 
made to cost the same, even though the impact on individuals of 
the two sets may difTer. The analysis of retirement provisions in 
this chapter shows: (1) the normal c(mt of one provision in a ^ratem 
relative to another in the same system, (2) the relative cost of vari- 
ations in provisions in a system in which all other provisions are 
held constant; (3) the distributional effects on beneficiaries of two 
systems that cost the same but which have different provisions; 
and (4) the choices that can be given to individuals, between provi- 
sions that cost the same and pay the same, but that alter the struc- 
ture of payments. 

J. Directing retirement expenditures 

The basic tradeoffs in design are as follows: 

a. Distribution of plan expenses by salary level— The current 
CSRS pays the same gross replacement rate for the same number 
of vears of service, regardless of salary level. Social security redis- 
tributes some program funds to workers with careers of lower 
wages, Bv altenng the method of coordination with social security, 
pension funds can be made to move away from or toward higher- or 
lower-paid workers- 

b. Distribution of plan expenses by age— By providing unreduo^ 
benefits as early as age 55 with 30 years of service, the current 
CSRS encourages workers to retire early. This inducement to retire 
upon becoming eligible is, in recent years, partly the result of post- 
retirement benefit adijustments exceeding the level of wage in- 
creases. However, even if wages and retirement benefits increased 
at the same rate, older workers have lower pre^nt values in retire- 
ment income for the same number of years of service a>mpared to 
younger workers because the same rates of replacement would be 
received over a shorter period of time. This same concentration of 
plan expenditures can be incorporated into a new system. On the 
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other hand, by introducing reduction factors or other penalties for 
early retirement, plan money can be made to flow toward workers 
retiring later, thereby encouraging later retirement, if so acai^. 

c Dutribution of plan expend by service.— The current 
provides relatively small benefits to workers separating long before 
retirement; whereas, social security benefit credits arc transfera- 
ble, thereby graiiting more righto to separating feraployees than are 
currently available. A new pension could provide even more m sep- 
aration r'^hts at the expense of retirement benefits, encouraging 
greater employee mobility— if that is a desired objective. . 

d Constancy over time.— The current system maintains benefit 
values after retirement by providing cost-of-living adjustments 
(CX)LAs). If benefits are permitted to erode over time, at the same 
system cost, benefite can be improved in other provisions. 

e Employee discretion,— The current system specifies the 
amounte of benefits received by eligible workers, but gives them 
some control over when those benefits begin. Employees can also 
choose poetretirement survivor benefits and can further stipulate 
the percentage of the salary base to be used in their computation. 
In a new system it would be posjdble to retain these choices and to 
add othere. For instance, volundiy supplemental capital accumula- 
tion plans could be established that allow employees to choose re^ 
ducing take-home pay to increase retirement benefits. Employees 
couid be given choices as to the structure of annuity payments, 
whether they be indexed, or with fixed payment times, or with var- 
ious combinations of lump ?ums and' periodic payments. It is also 
possible to permit employees to borrow against their accrued bene- 
fit rights, or to draw them out in advance under specified circum- 
stances. Permitting early disbursement of funds allocated for re- 
tirement is generally restricted to capital accumulation plans, but 
it need not be. These choices can all be designed to achieve the 
same projected system cost, although expenditures could be moved 
forward m time, and may cause uncertainty as to the ultimate 
level of retirement benefits. 

B. BENEFIT ISSUES COMMON TO ALL DESIGNS 

/. Benefit formula 

The basic provision in a defined benefit plan is the retirement 
benefit formula. The formula is used to compute the benefit an m- 
dividual receives at various points of eligibility. The formula is usu- 
ally composed of: (1) a salary base, and (2) an "accrual rate, or the 
multiplication factor. Reduction factors for early retirement or for 
survivor benefits are applied after the computation of the basic 

^T%lary base. -The current CSRS uses a salary b^ eqmU to 
the average of the highest three consecutive years salary (Hl-S). 
From 1930 until 1969 the salary base was the highest five years 
salary average (HI-5), although until 1948 there were lumts upon 
the maximum salary that could be used. In private sector plans, 
HI-5 is the most common salary base used in defined ben^it plans 
(46 percent). Evidence gathered by the Wvatt Company however, 
suggests that larger companies frequently have pension plans with 
a m-3 formula. 
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In the current CSRS, late career promotions and step increases 
have s^ificant effects on size of annuities. Basing the benefit com- 
putation on a relatively few years favors employees with upward 
slopes in income to the date of retirement. Highest salary usually 
occurs just before retirement, and a narrower salary base produces 
an annuity more closely linked to final salary. Using a HI-5 in- 
stead of a salary base would reduce the effect on the salary 
base of salary increases near retirement, by averaging those in- 
creases over a longer period. Employees whose salaries have been 
relatively constant ovar five years would be less affected by the dif- 
ference between a HI~5 and a lU-S salary base then employees 
with rapid increases near retirement. 

In a system that would include social security, a salary base of 
HI-5 would have a smaller effect because only that portion of the 
benefit used for computing the Federal pension portion would be 
affected. In a plan costing the same as the current system, includ- 
ing social security and holding all other provisions constant, the 
normal cost would be 1,4 perc^^tage points lower if the defined 
benefit plan were to use a salary base compared to a HI-3 
base. Benefits of the Federal pension part would be reduced by 6,5 
percent, 

b. Accrual rate.— The accrual rate used in a benefit formula is 
the percent^e by which the salary base is multiplied for each year 
of service to produce a monthly benefit amount. Thus, the accrual 
rate determines the additional share of the salary base that is 
earned for each additional year of service. 

In the current C3RS, the accrual rate for mc^t general schedule 
employeei^ is smaller for the early years. The current accrual rate 
is: 

• 1,5 percent for the first five years service, 

• 1.75 percent for years six through 10, and 

• 2,0 percent for all years over 10, 

with a maximum replacement rate of 80 percent, reached with 
about 42 years of service. 

The accrual rate is the main determinant of overall plan gener- 
osity. For the rest of this study, the accrual rate is the factor 
changed to "tune" a plan cost to compare two or more plans with 
different provisions. To accomplish these comparisons, a basic plan 
model was created, complete in all provisions but with no attempt 
made to rationalize the features, or to make them conform to any 
standards that might be applied if such a plan were to be consid' 
ered for adoption. The dominant characteristic of this ''backdrop'' 
plan is that it closely replicates the current GSRS provisions, but 
with social security taxes and benefits incorporated. Thus, wi^h 
costs of the backdrop held constant to the current CSSRS, and wio^ 
minimum changes made to aca>mmodate social security, the back- 
drop plan approximates the current system benefit distribution to 
the various categories of plan beneficiari^. The l^kdrop plan is 
then modified, provision by provision, to see how costs and benefit 
distribution are affected if features common to practices outside 
the Federal Government are introduced. By a4justing the accrual 
rate until costs between the two sample designs are again roughly 
constant, while continuing to hold all other provisions unchanged. 
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costs of the specific change can be isolated and benefit levels and 

distributional effects analyzed. 

2. Vesting, portability, and deferred benefits 

In the current CSRS, employees are vested for retirement and 
disability benefits after five years of service, and for preretirement 
survivor benefits after 18 months. Employees leaving their Federal 
jobs immediately lose rights to disability «id survivor protection. If 
they are otherwise vested but receive a refund of past contributions 
they forfeit all i.ghU to deferred benefits. These rules are m 
marked constrast to the rights of employees covered by a private 
pension plan and social security. . , r 

The introduction of social security into the configuraUon of fed- 
eral retirement benefits will change the vesting and portabUitv 
rules for affected employees. Because social security earnings cred- 
its are transferrable, a portion of the benefit credits earned m Jed 
eral employment will be retained by separating employees. This 
improved portability could cause an increase in employee turnover 
rates With a new pension designed to accompany social security 
that more closely resembles the practices of the private sector, em- 
plovees also could have improved vested rights to pension benefits 
m addition to the portable social security rights. First, while em- 
ployees in the private sector usually are not required to contribute 
to their pension, they always have a vested right to their own con- 
tributions, plus interest. Second, once becoming vest^ to benefits 
based upon the employer's share of plan costs, they do not forfeit 
those rights at separation, even if they withdraw their own contri- 
butions. , ■ . 

To be fully vested for CSRS benefits, an employee must have 
paid CSRS contributions covering at least five years of service. Em- 
ployees who leave Federal service with less than five years are re- 
funded all contributions, plus three prcent interest upon the accu- 
mulated sum. Employees leaving their jobs with more than tive 
years service are given a choice of forfeiting their rights to a pen- 
sion and receiving a lump sum of their contribution without inter- 
est, or remaining eligible for a benefit payable at age 62 based on 
the Hl-3 salary base when the employee resigned. Because employ- 
ees have already been taxed on the amounts deducted from their 
pay for CSRS benefits, these is no incentive under the current law 
te invest refunded contributions into a tax^eferred annuity ac- 
count such as an Individual Retirement Account (IRA). In most 
cases,' separating Federal employees forfeit their rijghts to a Federal 
pension by withdrawing their contributions, and many pKwaDiy 
use that refund as a temporary increase in spendable income. 
Many analysts believe that the practice of spending refunds w es- 
pecially likely among lower-income workers, whose need tor long- 
term investment for retirement is arguably greater, but on whom 
the pressures for immediate consumption are probably greater still. 

J. Comparing the value of choices at separation 

Employees who consider leaving their Federal jobs after wmplet- 
ine a substantial number of years of service, especially if there are 
still many years remaining until age 62, face a tough choice: With- 
draw all contributions and forfeit retirement benefit rights, or 
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retain rights; to a benefit that declines in real value until benefits 
are payable. The provisions causing this difTicuIt choice are often 
criticized as a major deficiency of CSRS, 

The following table compares the value of the choices for an em- 
ployee considering leaving a Federal job. This employee entered 
employment at the average entry salary of around $16,{K)() annual- 
ly, and is projected to retire at the average preretirement salary 
for a JiO-year worker of about $2i),(MH). The employee s promotional 
pattern is thus unexceptional. Because a different pattern would 
yield different values, care should be exercised in interpreting the 
results. 

TABLE 4 1 COMPARISON OF VESTING, PORTABILITY, REFUNDS AND DEFERRED BENEFITS FOR A 
TYPICAL WORKER ENTERING SERVICE AT AGE 32 UNDER CSRS AND A CONSTANT COST PENSION 
INCLUDING SOCIAL SECURITY » 
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The const^mt cost plan illustrated here continued the employee's 
right to a deferred benefit under the same circumstances as the 
current system, but it also provides a social security benefit (pro- 
rated for the appropriate amount of service). As the table shows, 
under this arrangement the employee leaving Federal employment 
after 20 years would have a vested replacement rate of four per- 
centage points greater than the deferred benefits payable under 
the current CSRS, 



C. REPLICATION OF THE CURREISTF CIVIL SERVICE RETIREMENT SYSTEM 

/- Retain current system but subtract social security 

At first glance, the problem of modifying CSRS to accommodate 
the benefit $iid tax structure of social security does not appear dif- 
ficult* It has been suggested from time to time that social security 
provisions simply could be applied to the affected workers while 
leaving CSRB in its prraent form. To prevent any extraordinary 
benefit duplications the concept envisions a substraction of the 
social security benefits earned in Federal employment from any 
CSRS benefits earned at the same time. The employees would be 
required to pay the current CSRS rate of seven percent, with social 
security taxes included within that amount. (The 1.3 percent for 
Medicare would come on top of the taxes for retirement.) 
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Called a 100 percent offset plan, the procedure require subtract- 
ing or "offsetting" the social security benefits earned and tax^ ap- 
plied during Federal employment from those of CSBS. Advantages 
of the plan are its relative simplicity and lack of apparent differ- 
ence in comparison to the compensation earned by employees cov- 
ered under the current system. Ben^its would be the same as paid 
under the current system at all income levels. Moreover, the out- 
line of the approach is contained in legislation already enacted. 

Figure 4-1 shows the general distribution of benefits under a 100 
percent offset plan that subtracts social security retirement bene- 
fits earned through covered Federal employment from benefits pay- 
able through CSRS. 

PicuRK 4-1 One Hundred Peitent Offset Plan: Gross Replacement Rates for a 
Single Worker Age 62 With 30 Years of Service 




»»«»»» 
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In figure 4-1, the area shaded by diagonal lines represents social 
security b^ nefits earned in Federal employment. Th^^^* 
tracted from pension benefits provided by the current ^RS benefit 
formula for the same time period. The social ^^^y }^^^^^'^Jl 
is always paid. Employees retiring in the year 20^ at age 62 
30 years of service, would receive a total benefit that replaces 
about 53 percent of the gross salary earned in the finaj X^J^'f';® 
retirement. For workers with preretirement salaries of $15,000, the 
pension would provide about 63 percen . of the total benefit and 
S«rial security about 37 percent. At $45,000, the social security ben- 
efit drops to about 23 percent of the total with the pension climb- 
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ing to about 77 percent of the combined benefit. Wages have been 
adjusted to 1984 salary levels so that comparisons can be made to 
workers retiring today at the same relative position in the Federal 
wage scale. 

The combination of retirement at age 62 with 30 years of service 
was selected because at that age social security benefite are dbtain- 
able, and because the average age of retirement in both Federal 
and other employment is in the 60 to 62 range. Thirty years is com- 
monly thought to be a full career with one employer Not only is 
that service period the general optional retirement provision in 
CSRS, but it appears quite often as the age for unreduced benefits 
in private and otate pension plans. About one in five workers in 
the private sector is eligible to receive full benefits at age 55 with 
30 years of service. 

Under the current CSRS, age affects workers' retirement benefits 
only to the extent that it determines eligibility, with the exception 
of retirement benefits pay^le to workers involuntarily separated 
before age 55. If the example in f^re 4-1 were constructed from 
data for workers retiring at age 55, no offL*et would be shown. Be- 
cause the earliest age of social security eligibility is age 62, benefits 
^lyable at age 55 through age 62 would be the same as the current 
CSRS; social security benefits would be offset as they became pay- 
able. 

By the year 2030, the point at which these workers are shown to 
retire, the age of full benefits payable from social security will, 
under current law, rise to 67. Social security benefits pa;^able at 
age 62 will be reduced to 70 percent of full bi^nefits, a declme from 
80 percent, the current percentage payable at age 62. This reduc- 
tion would have no effect on total benefits received under this 100 
percent ofTset plan, because only those retirement benefits actuallv 
payble from social security would be subtract^ from the CSRS 
benefit. 

Figure 4-1 shows that workers who retire with wages nearer the 
lower end of the Federal wage scale would receive relatively higher 
portions of their total benefit from social security than would work- 
ers higher up the income scale. This occurs bec:ause of the redis- 
tributive tilt of i^ial security which repla<^ higher proportions of 
wages for lower income workers who are presuraed to have a need 
for a higher proportion of income repla(»d when they retire. 

As the figure indicates, the effect of this tilt is eliminated entire- 
ly in the 100 percent offset plan. While the combined replacement 
rate for retirees (excluding for the moment any additional social se- 
curity benefits payable for dependents) remains the same across 
the salary scale, the different proportion of benefits payable from 
the two programs has an interesting and potentially important im- 
plication. Swial security benefit rights are portable from one jcb 
covered by the program to another. The wages from each jdb are 
also indexed for change in the economy during an employee's 
career. At the time an employee retirees, all covered wages are ad- 
just(*d so that they appear in the benefit computation as if they 
had been earned during the year in which the retiree reached age 
60. This indexing of wage credits differs ^eatly from CSRS, a pro- 
gram that grants credits to workers for Federal service only, and 
bases that service on the unindexed HI-3 f^y at sei^ration. 
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In CSRS, vested separating employees are given the choice of 
withdrawing contributions and forfeiting future benefit rights, or 
leaving contributions in CSRS and retaining rights to deferred ben- 
efits. The deferred benefits are computed on wages at the time ot 
separation. In inflationary times, it substantial time elapses be- 
tween separation and age of eligibiUty, CSRS wage credits can di- 
minish significantly in value. Thus, CSRS participants weighing 
the advantage and disadvantages of leaving Federal employment 
must consider the losses in retirement rights as an important ele- 
ment in their decison. The introduction of social security benefits 
into the civil service retirement structure reduces the loss lesulting 
from separation for nearly everyone, but the relative advantage of 
this increased portability is greater at lower salaries. This in- 
creassd portability wUl occur in all plans incorporating social secu- 
rity, but its impact is most noticeable in a 100 percent offset plan. 
While it can be expected that increased portability will have some 
effect upon employee turnover, inadequate data prevent meaning- 
ful forecasts of how rates of separations would vary at different 

^a'Jn^^fmCSRS plan am-imi-Tiile II of the F^eral Phgi- 
cians Comparability Allowance Amendments ofl983 P.U »»-lb»), 
known as the Federal Employees' Retirement Contributions Tem- 
porary Adjustment Act of 1983, established a temporary 100 per- 
cent offset plan. In general, the Act requires that Federal employ- 
ees covered by social security because of the Social becurity Ad- 
mendments of 1983 pay onlv 1.3 percent of their total salan^ for 
CSRS. These employees will also pay full social security employee 
taxes (6.7 percent of the taxable wage base in 1984. 7.05 percent in 
1985). Federal employees not covered by social security pay seven 
percent of their salaries to CSRS, plus 1.3 percent of the social se- 
curity wage base for Medicare coverage. , ,„o. . T 1 

The Act covers the period from January 1. 1984 to January 1, 
1986 or to the date of enactment of a new pension plan for affected 
workers, whichever occurs first. Affected employe^ who wish to 
retire, or who die or become disabled during the mtenm penod, 
will, under most circumstances, have subtracted from their OsKb 
benefit only those social security benefits earned dunng the inter- 
im period. Thus, the Act comes close to the design of a 100 percent 
offset plan. Most new Federal workers are required to pay almost 
the same amount for retirement benefits as they would have paid 
to CSRS if they were covered under that program alone, and they 
rewive the same benefit values for their service. 

There are several diflFerences, however, between the provisions ot 
the Act and a "pure" 100 percent offset pla^. 

iVThe tax rate is different from that of h pure 100 percent offset 
o/anv— Public Law 98-168 (the Temporary A4justment Act) estab- 
lished level contributions for most Federal employees covered by 
social security; the sum of most newly-hired general schedule (Ub> 
employee contributions to social securitv (including Medicare) and 
CSRS in 1985 (8.35 percent) will equal the combined rate most cur- 
rent employees wiftpay to CSlfe and Medicare (8.30 percent). 
Workers at the upper levels of Federal salaries will pay less under 
the Temporary Adjustment Act than isrequired of workers at the 
same salaries who are covered only by CSRS. 



ERIC 129 



115 



Federal workers hired before 1984 (or who are returning to Fed- 
eral service with less than one year's i^paration) pay seven percent 
on their entire salaries to CSRS, plus 1.3 percent of pay up to the 
maximum taxable amount ($39,600 in 19H5) to Medicare. Sdaries 
above the social security wage tese are not taxed for Medicare, 
Federal employees covered by social security, and with salaries 
above the Wage base, pay the OASDHI rate of 7,05 percent in 1985 
only up to the base, but 1,3 percent to CSRS on the entire wage. 
Thus, higher-paid Federal workers covered by social security pay 
the combined rate of 8,35 percent in 19S5 only up to the maximum, 
and the salary above that amount is taxed at 1,3 percent* In 1985, 
this will be a difference of 5,7 percentage pmnts on all pay above 
the taxable wage base. 

Certain Federal workers with enhanced benefits pay into CSRS 
at higher rates than the standard GS rate of seven percent. Federal 
law enforcement officers* firefighters, air tr^c controllers and 
congressional staff hired before 1984 pay 7V4 percent, and Members 
of Congress eight percent of their salaries to CSRS. Under the 
Temporary A4|ustmeiit Act, members of these groups who become 
covered by social security fmy the same rate as all other GS em- 
ployees, 

(2) Refunds of contributions are different, —Employees who sepa- 
rate before becoming eligible for benefits are able to receive re- 
funds of their own contributions under the current system. If they 
subsequently are reemployed by the Federal Government they are 
permitted to repay previously withdrawn contributions and reclaim 
their CSRS benent credits* Separating employees covered by the 
Temporary Adjustment Act are not permitted to withdraw taxes 
paid to social security; no participants in social security are al- 
lowed refunds of taxes paid. Tliese employees are, however, able to 
withdraw their 1,3 percent contributions to CSRS, The interim pro- 
visions of P,L, 98-168 prescribe certain repayment requirements for 
any employee who has withdrawn contributions and who becomes 
eligible for benefits ha^ed in part upon social security covert serv- 
ice. 

(3) Not all social security benefits are offset— Emvloyees eligible 
for benefits under social security may ateo be eligible for certain 
dependents' benefits not provided by CSRS, For instance, the 
spouse of an eligible social security beneficiary may qualify for ad- 
ditional benefits. Spouses can receive a benefit guarantee equal to 
50 percent of the primary earner's social security benefit Spouses 
receive the larger of a benefit based on their own earnings, or an 
amount that, together with benefits based on their own earnings, is 
equal to 50 percent of the primary earner benefit Other depend- 
ents of social security beneficiaries may be eligible for benefits not 
provided under the current CSRS* Under the Temporary A(Uus^ 
ment Act, these additional benefits are not subtracted from civil 
service pension amounts, 

b. Summary of advantages of a 100 percent ofket plan. — A 100 
percent offset plan would present no insolvable administrative 
problems. In addition the new arrangement would be fairly easy to 
understand. It would provide benefits comparable to those payable 
under the current system, and thus current and new workers 
would receive essentially the same retirement benefit values. How- 
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ever this plan would entail some additional cost (about three per- 
cent of total Federal pay), but most of that additional cost would 
provide benefits not now provided under CSRS. In several cases, 
these additional features would improve those aspects of the cur- 
rent System many analysts have considered as senous deficiencies. 
Although the technical details of permanent implementation raises 
some questions, adopting a 100 percent offset plan would require 
little more than extending indefinitely the concepts underlying 
P L. 98-168. 

c. Distributional issues raised hy a 100 percent offset plan.— The 
current CSRS provides identical replacement rates to retirees 
across all income levels with the same number of years of service 
at entitlement. Because of the redistributional tilt of social securi- 
ty, under a percent offset arrangement, lower paid workers 
would reci?ive a higher share of their total benefit from the social 
security component than would higher paid workers, and thus, 
they would receive a smaller share of their total benefit from the 
pension component. Figure 4-1 on page 112 shows this distribution- 
al relationship between the 100 percent offset plan and social secu- 
rity clearly. , ^ , , 

Under a 1(K) percent offset plan, the pension portion of the plan 
yields smaller replacement rates for the same number of years of 
service for lower incomes relative to those for higher incomes. 
Thus, any contributions to the Federal pension would yield higher 
relative returns in benefits the higher up the income stream the 
worker is at retirement. 

The extent to which pension dollars would flow to high-paid 
workers would not be permitted for private sector plans seeking fa- 
vorable tax treatment under IRS guidelines governing plan distri- 
bution. IRS guidelines permit some pension distribution to higher 
wage V orkers in order to lessen the effect of the social security 
"tilt." out private plans are not permitted to eliminate the tilt com- 
pletely by subtracting 100 percent of the social security benefit in 
computing the plan benefit. Although the Federal Government is 
not bound by the rules it applies to private sector plans, if its own 
empl^w pension does not conform to standards that ihe govern- 
ment applies to private pensions, the standards themselves might 
be called into question. Completely ofisetting the social security 
distributional tilt concentrates employer pension expenditures on 
higher-paid workers, and private sector employers wishing to direct 
more of their corr pensation to such workers could press for permis- 
sion to adopt similar arrangements. 

Pension benefits defer compensation and defer taxation as well. 
Higher paid workers benefit more from deferring taxes because 
they drop t'arih r in tax brackets when they shift from work to re- 
tirement compared to lower-paid workers. Therefore, IRS guide- 
lines have the effect of restricting the extent to which employers 
are able to use the favorable tax treatment accorded pensions to 
improve the compensation of high paid workers. The IRS rules en- 
courage employers to establish pensions ensuring retirement in- 
comes to all employees, and are not merely a means of sheltering 
income for high paid employees. 

While the Federal Government cannot seek tax advantages, its 
employees are presumably liable for taxation under the same rules 
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as apply to other workers. By meeting the IRS standards for tax 
qualification, a pension not only provides favorable tax treatment 
for pension fund contributions, investments and earnings, but 
allows employees to defer taxes on the pension benefits until they 
are received. Compensation provided through non-qualified pen- 
sions is taxable at the time it is earned. 

The benefit tilt to hi|^r-paid workers in a 100 percent offset 
plan is the reverse image of the social security tilt to lower in- 
comes, 80 it cannot be assumed that workers are treated worse 
under the arrangement if total gross benefits remain the same. 
Indeed, some workers, even low-income ones, would do coiudderably 
better under any pension coordinated with social security, induct 
ing one with a 100 percent offset For instance, Federal workers' 
spouses not eligible for social security benefits on Uieir own earn- 
ings would receive a social security check (50 percent of the pri- 
mary social security benefit) if they met appropriate age require- 
ments. 

It is also possible that having a greater share of the total benefit 
paid from social security would convev certain tax advantages to 
recipients. How retirement income will be taxed in 20^ cannot be 
known in advance, but it is possible that social security and pen- 
sion benefits will be taxed differently in the future. In that case, 
the relative proportions of the benents at different income leveb 
would have effects upon tax liabilities. At present, social security 
benefits are less subject to taxes than are pension benefits, but 
under ciirrent law the disparity of treatment will lessen over time. 

Finally, the distributional tilt of social security has a pronounced 
effect upon the retirement income of most of the wori^force. Hie 
effect of a 100 percent of&et plan wmild be to use Federal revenues 
to counteract a policy imposed on all inivate sector plans. 

A comparable cost lOQ-percent offset plan 

The 100-percent ofl^ plan outlined above retains the current 
formula in CSRS and subtracts the retirement benefits of social se- 
curity earned in Federal employment. As was stated, the cost of 
plans that duplicate current retirement benefit levels would be be- 
tween 2-3 percent of payroll higher than that of the current CSRS. 
Lowering the accrual rate of the current system to diminish over- 
all benefit generosity could reduce the cost of the overall plant to 
equal that of the current system. 

Figure 4-2 displays a 100-peroent ofGset plan calibrated to 
achieve costs comparable to the current system. 
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FiGUKB 4-2.— One Hundred PNveni OflM flan at Constant CoBt: Orom 
Refrfaceroent Rata* for a %i«le Wwk^r A«e 62 WHb 80 Yean of Senrm 




Filsuro 4-2 shows a plan in which aU <^r provisions are the 

^^ThS'SUnt CSRS provkles gross replacement "Jes of abwt 5^ 
oen»nt for workers with 30 yeare of service. This constant cost 100 
Jertent of&et plan iHwides a totol replacement 1^^^""^^ 
eSrfit Dert^ntafte pdnts lower than the current ^«tmn- ror Uw 
^?^Tai^ preretiroment ^^Jf^k^^^ ^ 
^imdes ab^u^rSiientage cme ^y^^fJl^^ 
$l5,(Bo in preretirement wages receive 44 percent of bw^t 
friSrSocial security conmaS to 26 percent for workere at $45,000, 
mid onlv 19 percent at $65,000. , , 

N^S^that fSe^ Sually renlaces^higher total «o« sala^ 
for hSl2ri»id ^oS^n coro^wSTtolhat repteced for the Iwer- 
iSdT^^ough the social wcurity benefit ^ ^^V^^y 
SlSu^waiilSlt is caused by the interactiort of.the offii^and the 
reSenSntV. As is common practice in Um» private sector, the 
SIfoS b appSd to full social security benefits payable at age 67, 
KtSiese V^rkers, retiring at age 62, receive goal 
fifcl reduced 30 percent for early retirement Because higlwr-paid 
S?r£^ Sceive SSve smaller share of their total benefits ft^ 
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social security, they are lew affected by the reduction than are 
lower-paid workers. Wesv these woricers slKmn to be retiring at a^e 
67, a level replacemmit rate acrom incomes would have reeuItedTit 
would also be possiUe, at least theoretically, to oibet braadlts actu- 
ally payable. Although such a method would eliminate this slight 
upward tilt it would require a complex administrative prooMlure in 
order to maintain ctmstant cost, including a omtinual m<mitoring 
of the payment of dependent's benefits and the like. 

a. Where does the numey gof—Why does a plan that inctnrporates 
social security and duplicates the current CSRS retirement bniefit 
cost m^re than the current system to provide the same i^idace^ 
ment rate? The Federal Government would be paying lees for the 
retirement benefit of Federal workers than is paid under the cui^ 
rent system. However, the Government wouki ttot be paying less 
for the total system of income pnrtectKm provided Federal workers. 
Instead, the new Federal system would distribute benefits difret«n^ 

(1) Social security pays some benefiis not ofjflered by the current 
CSE&SoTial security pays ben^ts under certain circumstancee 
to individuiils who do not receive them uncter the current CSR8. As 
mentioned before, mii^^^omental beml!ts are payaUe to spouseb (cHT 
social security beneftciartes) who, upon reaching retirrasent age, do 
not have social security benefits t»sed upon tl^ own earnings 
equal to 50 percent of the social securitv benefit of the primary 
worker. Social security pays benefits to children and to dependent 
parents under various circumstances. The cost of these additional 
benefits is less than .5 percent of payroll, net after oertam offsets 
and a4justmenta. 

Figure 4-3 shows, under a comparable cost 100 percent offset 
plan, the benefits payable to a omipie in which one spcmse does not 
have sufficient earnings covered by social 9»nirity to qualify for re- 
tirement benefits greater than 50 percent of the other spouse's ben- 
efit. The dotted line shows the relationship between the primary 
and spouse social security benefit. 
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FkHmB 4-S.— One Hwa4teiVmsmAOmKinaag^Cooe*mtCoeLQr^ 
Heptocement Rates for a Mairted Worito- Age fiS Wtth 80 Yecure of Servkw 




• » » • . 

C^I^^H Airf^Mi^vtf J^©^ ^^foo^^voMirf ^) 

As figure 4-S Onmi, benefito received under midi circuinifamMe 
are about equal to those pajrable ^ ^f^^^^l^j!^^ 
worker with average oreretireroettt wages *^^^^;^S^^S^ 

replacement rat^ ww^d '^^J^So'lT'SLSSli^ 

to 49 peroent for workers with $4&,000 in prerettreroent salaries. 

The spoiwe benefit would add about eoght percent in 

rate to the benefits of the average mamed bene&aary with this 

age and service corol»nation- The figure also shows ^ riight tUt m 

replacement rates toward cou^ lower in ^^^^^^.^f^^ 

sal of the upwarf tilt for single workers shown in figure 4-Z. The 

social security distributioaal tilt to lower wm^ retireea is roagni- 

filed by the addition of spouse bewrflts, and is sufficient to ovoiv 

come the effect of the interaction between social security m» 

ductions and |»ension-to<wcial security ratK» noted m*the discus- 

'*^) BctSSS o/r portable under todal 9ecurity,~-Tbe wrrent^RS 
does not provide benefits to eroployoes who leave after wwkina 
more than one but fewer than five years. In^ad, the mim of aU 
contributions, plus three wrcent mterest, is '^^^^^t^.^fc? JJS" 
ployees with more than five years have a diotoe <rf eitherwith- 
SraVing contributions with no interest and f^fwUi^g futore b^ 
right^r retaining rights to a deferred benefit that wjl eroded 

inflation tetweSn Qie date of separation «ida«e S^Jhe 
which deferred benefits are paid. Socuil security benefits are not 
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forfeitable (except for certain categories of prisoners), and Federal 
employees covered by that program would retain rights to benefit 
credits earned under that program throudi Federal employment 
when they resigned. The value of these added portability rights is 
about 1.8 percent of pay, or about twt^^thirds of the diffierence in 
distribution caused by the introduction of social security. 

(3) Social security contributions of Federal workers would help 
pay benefits of non-Federal workers.-— The average Federal wage 
that would be taxed and credited for social security purposes is 
higher than the average wages taxed and credited in private MCtor 
jobs. Because social security is redistributive, a part of the social 
security payroll tax paid by, and in behalf of. Federal woiJkers 
would not be returned to Federal workers in benefit payments. In- 
stead, some of the revenues to social security collected from the 
Federal payroll would tend to subsidize the benefit payments of 
those workers in non-Federal employment whose wages fall below 
the aven^ in taxable wages covered by the Social Security pro- 
gram. The normal cost of this diiArilmtional effect is less than 5 
percent of total Federal payroll. About onesixth of the benefit shift 
IS actually lost to Federal workers; the remainder is paid to Feder- 
al workers :n a different pattern of payments. 

(4) Social security benefits are greater for workers retiring at later 
cMiws.— Social security benefits are redu(^ for retirement at age 62. 
Consequently, in a new system that includes social security, total 
benefits received by workers who retire at later ages may be higher 
than benefits received by workers with the same salary and service 
who retire early. In marked contrast, the current CSRS does not 
increase retirement benefits for older ages but only for longer serv- 
ice after minimum ages have been reached. Because of the relative- 
ly few workers actually retiring at these later ages, the oost of this 
higher value for older retirement is insignificant. 



/. The analytic framework 

The previous section demonstrated that it is not po^ible to en- 
tirely replicate retirement benefits of the current CSRS at constant 
cost because the social security pattern of payments differs from 
the current 5,ystem. Social security pays beneficiaiies that CSRS 
does not pay and vice versa, and the two programs have different 
approaches to benefit determinations for common benefit catego- 
nes. 

The effect of variations in design on benefit distributions is best 
demonstrated by holding plan costs constant and retaining all 
other provisions in their present form. In order for the analysis to 
proceed it is necessary to construct an artifice— a plan concept that 
contains a consistent amy of provision^ serving as a background 
against which the individual provision being analyzed can be seen. 
This "backdrop" plan is complete in all provisions but is not de- 
signed as an option. Certain liberties were taken in the backdrop 
plan so that the purpose of a common framework could be 
achieved. For instance, aspects of the plan change as the analysis 
of techniques for coordinating with social security are explored. 

The backdrop concept has three main characteristics: 



O. INTRODUClj*G PRACTICES FROM OTHER PLANS 
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(a) A common and complete background of provisions repli- 
cating the current CSRS into which individual variations in 
provisions could be introduced. 

'b) A consistent distribution of plan expenditures by benefit 
categories. , , 

(c) A relatively uniform distribution among the components 
of retirement, disability and survivor benefits, of the value of 
differences in the pattern of payments between social security 
and CSRS (see pages 119-121) . ^ ^ ^ . 

Table 4-2 compares plan expenditures by benefit component of 
the current CSRS to those of the backdrop plans. 

lABLE 4-? -PERCf NT Of PLAN EXPENDITURES BY BENEFIT COMPONENT: CURRENT CSRS AND 

BACKDROP MODELS 



(In pmsnl) 



5$.8 53.4 5 4 

f4 SI 03 

Vested tefwfits/refwxJs f[ 

Otlw costs ^ \ . . }^ :■ ' 

Total pension plan iWO IWi) 

The table shows that the backdrop concept pays less in retire- 
ment, disability and survivor benefits, but more in vested benefits. 
Because of social security, the backdrop shows payments to depend- 
ents that are not paid under the current CSRS* 

Table 4-3 shows the basic provisions of the backdrop concept As 
changes are introduced, all provisions other than the ones analyzed 
remain the same. 

Table h*^- Basic Provisums of Baekdn^Plans 

Accrual rate Varies m needed to achieve constant cost (100 

J percent ofbeU 18 percent; 50 percent oflSset, 

{ 1.45 percent; mdi^n, 1.13 percent' all x years 

^ service* X tte salary base of 

Cxwrdmotton with social security Add^n. 50 percent <rf!set. 100 peroent oflbet at 

age 62, supplement cquiwlent to aociaJ secu- 
rity paid until agff 62. 

Retirement age 62/20. 62/5 (same a« current CSRS), 

COLA l'^^'- 

I>i^biifty! Generally. 40 percent of HI-3 salary mmus 

social security, ^ 

Preretirement cteath 55 percent of accrued retirement benefit (18 

uKmtiw ve«iingK 

Poetretirement death 55 percent <rf retirement beticfit (if selected , 

ChWren survivors None (assumed payaWe frwn socml secuntyl 

Deferr^ benefitB/refunds Deferred benefit or refuiwl <rf cmiWbutiMW 

with intereii' 
Vesting ^ years. 

Employee contribution ^ percent lew (wcial §ecurity taxes (OASDI 

only). 
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2. Coordination with mxial security: the issue of retirement income 
redistribution 

The current CSRS replaces the »ame percentage of preretirement 
dollars for workers at all income levels who retire with the same 
number of years of service. Social security replaces a higher pro- 
portion of earnings for persons with lower career average wages. 
This tilt must be taken into consideration when desiring a Feder- 
al pension for workers who will be covered by socipl security. 

The "100 percent offset'' plans completely eliminate the effect of 
the tilt by subtracting the social security ben'^fit from the pension 
paid. At the other pole are *'add-on" plans, which fully retain the 
social security redistributional advantage to lower-paid workers. 
In between are plans that counteract but do not eliminate the 
social security tilt ('^integrated" plans), TTie following illustrations 
cover the effects upon income dii^ributiori of various strategies for 
coordinating the pension with social i^curity redistributional 
policy. 

a. Add-on plans.—The opposite pole from a 100 percent offset 
plan is the type of coordination known as an '*add-on" plan. An 
add-on plan, as the name implies, simply provides pension benefits 
in addition to those of social security. Whereas the 100 percent 
offset plan completely eliminates social security redistributional ef- 
fects, the add-on maintains them entirely. Figure 4-4 illustrates 
the distributional effecta on an add-on fcnmula upon retirement 
benefits of workers retiring in the year 2X>30 with 30 years of serv- 
ice at age 62, Social security benefits have been prorated for service 
of 30 years; the social security formula regards 40 years of covered 
employment as a complete work career, and includes wages from 
all jobs in that earnings record, A more typical full career with one 
employer is 30 years, and that corresponds to the average servire 
at retirement in the current civil service. 
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•Not*.— For fiurpo«es of this analjma, the coat <rf « new retiramoit ayiAemamAm- 
ing flocial security with m pmuAoa was sirt at the oort of the commit CSBS. Even 
90, this and all subsequent figures dbow loww rqdaceoMot rates for the ctmibtned 
plans relativi; to the curmit CSRSL Utese loww reidacemcnt rates are a reflect«Mi 
of the change in distributional patterm caused by sodal security, with losses m 
retirenent benefits oflfeet by more genatHis beasts in other featores. 

As this add-on illustration shows, pension benefits are the same 
for workers at all income levels. Workers would receive about 32 
percent of their gross preretirement salaries from the pension. 
However, social security benefits would replace about 19.5 percent 
of the salaries of low-paid workers cwn pared to 12 percent for 
workers retiring at $45,000. Total benefits woi'Jd replace about 47 
percent of the average preretirement salary (about $29,000). 

Substantially lower benefit* for high-paid workers, coupled with 
the portability of benefits provided by social security, could induce 
higher-grade Federal employe ss to leave Federal employment at a 
faster rate than they do at present and could lead to increased 
turnover rates at all grades. If it is true, as many studio have 
shown, that higher-grade Federal employees are less well paid than 
their counterparts outside the Federal Government, then a pure 
add-on plan would intensify the disparity. Section F, in this chap- 
ter, illustrates how the effect* of the add-on can be modified by m- 
troducing supplemental capital aoiuraulation plans into the pen- 
sion design. 
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Figure 4 5 illustrates the add-on plan at different retirement 
ages with tV) years of service. Supplements equal to the value of ex- 
pected social security benefits payable at age 62 are shown for 
workers retiring at ^e 55. The pension remains constant at all 
ages and salaries. The supplement would be a benefit earned by 
workers qualifying for benefits before the age of social security eli- 
gibility and would constitute a strong inducement to retire. The 
distributional effects of the social security tilt remain identifiable 
at all age and service combinations. Note that total replacement 
rates for workers retiring at later ages increase at faster rate for 
lower-paid workers compared to higher-paid workers. 

Figure 4-5 —Add-on Plan at Constant Cost; Grew Replacement Rates for a Single 
Employee With ',¥) Years of Service 




M/M B5/S0 ^30 



Figure 4-5 shows the effect upon benefits under SKxnal security of 
retirement before age 67, the age of full benefits by the year 2030. 
By 2030» the provision in the 1983 Social Security Amendments 
raising the age of full benefits from age 65 to age 67 will be fullv 
effective, and the reduction for retirement at age 62 will climb 
from 20 percent to ^ percent 

While relatively few ackinm plans are found covering salaried 
employees in the private sector, they are a>mmon in State and 
local pension systems. History helps explain this* Many State and 
local plans be^an before social security was passed. Furthermore, 
public employees were excluded from the program at its origin in 
1935, and were prohibited from particif^ting until 1950. After 1950, 
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State and local government* began to participate m social security 
voluntarily and. in many cases, simply added the social secun^ 
benefits to existing defined benefit structures. On the other hand, 
many private pensions came into existence after social security 
began, after Federal Government actions encouraged theu- genera- 
tion. The implications for benefit replacement rates of the social se- 
curity tilt were understood at the time these private pensions were 
designed, and steps were taken to counter the tilt. 

Collectively bargained plans covering hourly-wage employe^ are 
usually add-on plans. Plans for these employees are dollar bene- 
fit" plans, i.e., workers are given specific dollar amounts for each 
year of service. Salaries in employment covered by such plans usu- 
ally do not vary greatly among the workers, and the social security 
tilt is not a significant issue in such plans. 

b Integrated p/a«5.— Employers design pensions with the knowl- 
edge that social security wUl provide some portion of the retire- 
ment benefit for all workers. Employers who want to improve bene- 
fits for higher-paid workers without exceeding retirement ina)me 
objectives for lower-paid workers must diminish the degree of tilt 
within the overall benefit structure. 

Pension plans that explicitly counter the effects of the social se- 
curity tilt are said to be "integrated" with social security. Integra- 
tion techniques cause the pension formula to provide higher-paid 
workers pension benefits that are larger relative to preretirement 
earnings than those for lower-paid workers. As a result, the lower 
replacement rate from social security that higher-paid workers re- 
ceive is partially countered. In turn, integrated plans must comply 
with IRS guidelines designed to ensure that, after removing the 
value of social security benefits attributable to employee contribu- 
tions, combined social security and pension benefits do not replace 
higher portions of preretirement salaries of high-paid workers than 

of the lowest paid. ..«..» 

(1) Partial off^t plans,~-ln partial offset plans, some portion of 
the social s<>curity benefit is taken to represent a portion of the 
pension that the employing sponsor d.es not have to provide m 
order to meet retirement income objectives. That amount of the 
pension provided by social security is said to be offset from the 
pension. Offsets are merely a device to achieve certain distribution- 
al ends, and are not, in themselves, devices that necessarily affect 

plan costs. , ^ , . 

As discussed earlier, private plan sponsors are not permitted to 
offset fully all social security benefite. GeneraUy, the majumum al- 
lowable offset is 83Vi percent of the social security benefit. (Xher 
IRS restrictions about various plan components can push the oftset 
maximum even lower. ... j 

The following example of an oflfeet may help m understandmg 
the operation of the provision. Assume: 

(1) A penBion benefit calculated at retirement equals 

(2) A social security benefit calculated at retiienwnt equals *ow 

(3) An of&et percwitage (percent) ^ 

In the example, the offset percentage (50 percent) is applied to 

the social security benefit ($600). The product ($300) is subtracted 
from the pension ($1,000 minus $300) yielding a pension benefit 
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after the ofifeet of $700* The remaining pension benefit can then be 
added to the social security benefit ($700 plus $600) for a total ben- 
efit of $l,aOO. 

Figure 4^-6 diows the distributi<m of benefits in a 50 percent 
offiset plan* Workers are diown retiring at age 62 ax^ 30 y&m 
service* The social security beiiefit is prorated for Federal careers, 
and the of!set is applied to full benefits, which are then reduced for 
e^rty retirement As in the add*on illustrations in figures 4-4 and 
4-5, costs and all o^er provisions have been held constant 

FiouBS 4-6 Pemmt Oflbet at Cmstant Cost- Gross Replaeenmit Rates fen* a 
Single Warkie^ Age eZ Witb SO Yeara Service 




n » n n m 

rbfli Grots Sdkxrf Adjuvtad i» tM4 Uvab ^ThotiMnd $) 

The figure shov.s that although the effect of the social security 
tilt IS not as pronounced as in an add-on plan^ lower wage workers 
($15,000) would still receive slightly higher gross replacement rates 
(47 percent) than the average (46 perctot), and higl^r wage woHl- 
ers ($45,000) would receive slightly le£» (45 percent). 

Figure 4-7 shows the effect of a 50 percent offset provi£dk>n at 
other age and service combinations. By comiMuing figure 4-7 to 
figure 4-5, in which the same age, service, and salary contributions 
are shown for persons retiring under an add-on plan of comparable 
cost, the effect upon pension distributions of the two types of co- 
ordination is easily seen* Hie bottom segment of each bar k the 
pension benefit, the upper segment social security. Bemuse the em- 
ployee demographic characteristics are identical, the social security 
b^y^^o^^^ «||||^^^ ^figure 4-7 is the same as the a>rre- 
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sponding salary bar in figure 4-5. The pension segment* however, is 
the same cross salary classes in figure 4-5, but is tilted to upper 
salaries in figure 4-1 The purpose in an ofhet plan is to provide 
more uniform retirement income distributkm by directing more 
pension dollare to higher-wage workers to partially offset social se- 
curity's more favorable treatment of low-wage workers. 

VtavuK 4-7.— Fifty Pterecnt (Xbet at Cmwtant Cost: Groiw RepUcement Rates for a 
Sii«ie Worker With ») years erf Service 
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Figures 4-5 and 4-7 show replacement rates for workers retin.ig 
under plans that include social security increases for workers retir- 
ing at lat«r ages. This increase for later retirement ages is more 
beneficial at lower wages compared to high. The interaction of. the 
offset and the social security reduction is more noticeable because 
of the higher proportion of the total benefit provided by social secu- 
rity at the lower end of the wge scale. At $15,000 gross preretire- 
ment salary, total replacement climbs almost 10 percentage pomts 
between age 62 and 67, compared to a six percentage point ujcrease 
in rates for the worker with a pretirement salary of ^5,000. Ke- 
placement rates from CSRS are the same at all ages and all sala- 

"^gure 4-8 compares replacement rates earned for different peri- 
ods of service. 
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The figure shows how ctirrent CSRS replacement rates climb 
evenly for additional years of service, and at a faster rate than 
under a 50 percent ol^et plan. Rates climb around 20 percentage 
points for each tKlditional 10 years df service. In comiMrkKHi, a 50 
percent offset plan shows rej^acement rates increasing by about 15 
percentage points during the same 10 years. This di^erance in re- 
pigment rate gain for additional service reflects the distribution 
of plan expenditures to dKnt-«ervice unorkers. In a ocmstant cost 
plan, the tdditional moner flowing to the portable rif^ts of sepa* 
rating emplovees will result in a lower accrual rate, the factor Uwt 
determines the increase in replacement rates resulting from 
tional service. 

Figure 4-9 shows the same backdrcm plan but with an S3W per- 
cent offset. Benefits more closely replicate the current system dis- 
tribution across the income scale, but if IRS guidelines as to plan 
distributions are thought to be important restrictions on the design 
of Federal pensions to abcompanx social securiW, other modifica- 
tions would be necessary for compliance. The iRS gukielines re- 
quii J that the offBet oercentage be acUurted to reflect, ancillary pro- 
visions (such as disability and death beneflts), or early retirement 
opportunities because of the differing effect the of&et has upon 
these components. For instance, the extent to which beneflts could 
be provided to higher income workers at age 55 might be limited 
because of the weight of overall distribution to these workers. 
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As Chapter 2 notes, by fiw the roost frequent oflfoet factor in the 
private sector is 50 percent, in part because of the freedom that 
factor provides in the design of other provisions. Ahnost all van- 
aUons m retirement provisions or in ancillary compoiMnts of p^ 
sions, if contained within a 50 percent of&et plan would satisfy IKS 
restrictions on plan distribution. In addition, it has been suggested 
by various pension experts that employees more easily understand 
the offset concept when one-half of social security to wbtracted, as 
compared to other percentage offi»t factoiB. It should be noted that 
IRS integration rules Wave not been revised since 1971, even 
though m^r revisions were made to social security m 1977 and 
19«3. Some critics suggest that IRS guidelines need to be reexam- 
ined. 

Fiavm 4-9 -Eighty-Three and One-Third Pteiwnt Offiwt at Constant Cort: Onw 
ReplacemefTt Rati» for 8 Single Worker Age 62 With 30 YeaiB 
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Two other aspects of the offset provision deserve note. Most 
workers do not spend their entire careers under one employer. 
Thus it is potentially unfair to determine the offset by using the 
sociai security benefit earned over an entire career, and applying it 
to the pension benefit earned only through a specific employer. For 
all design alternatives with an offset, this study assumes that the 
offset would be prorated to reflect the employee s years of service 
with the Federal Government. For example, in all illustrations of 
service of less than 40 years, the proration factor will mean that m 
a 50 percent offset plan, the offset factor will equal 1.25 percent of 
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each year of Federal service (50 percent divided by 40 yeare 1.25 
percent). Hence, a person with 20 years of service would have an 
offset of 25 nercent (20 years x 1,25 percent) of social security ap- 
plied to the Federal pencdon compcment. 

An assumption had to be taede about other earnings covered by 
social security for employees who spend less than a mil career in 
Federal employment. Such an assumption is necessary because of 
the operations of the social security formula. In order to determine 
the value of social security benefits, a 40^year period is used,** even 
if no ^mings are reported for some years. The IRS restricts the 
methods that can be used to impute comings from other employ- 
ment, and a recent ruling afHrms the right of an employee to pro- 
vide actual wage records. 

When it is necessary for our illuE^rations to assume that a 
worker had emi>loyment before entering the Federal Government, 
the entering wage is projected btM^kwanfin time using the wage as- 
sumption incorporated into the CRS model. WorkersTeaving Feder- 
al employment for other jobs are assumed to have career growth 
on the same path as if they would have stayed in Federal employ- 
ment. 

(2) "Step-rate" plans,— Under a "step-rate" plan, another ap- 
proach to mtegration, workers earn benefits at a lower accrual rate 
for compensation up to a specified dollar amount, and at a higher 
accrual rate for compensation above that "integration breakpoint." 
While step-rate plans are fairly common in private sector employ- 
ment, the distributional results of a step-rate do not differ signifi- 
cantly from those of an offset plan. Also, step-rate plans often do 
not automatically adjust for changes in the social security benefit, 
and given the amiual adliustments to that program, step-rates can 
fairly quickl;^ resemble add<m plans. Step-rates are sometimes 
more attractive to employees because they do not have the "nega- 
tive" appearance of an oflGaet in the plan formula. However, the 
most common private plan daedgn is now a 60 percent of&et 

If it is decided to explicitly integrate the retirement system with 
social security, then a step-rate pten has an important advant^ 
over an offset plan. It is unnecessary to know or to estimate tiRe 
social security benipfit in order to determine the amount payable by 
the employer. This not only eases the administrative burden of the 
plan but also helps the employee to estimate the expected replace- 
ment rates without knowing the social security benefit 

On the other hand, employere ten^ to choose offset plans over 
step-rate plans because they automatically a4)ust to dianges in 
social security. Many step-rate plans fix the integration level and 
pericdically require amendment to keep the integration level in 
line with the social security benefits. When m^r chan^^ are 
made to the social security benefit, or there are unexpected eco- 
nomic crests, the step-rate plan must be calibrated further in order 
to meet its initial objectives. 

Largely because of the number of changes to social security in 
the last decade, employers have tended to chooM^ the offset ap- 

"The aocial Bccarity fbnnuJa m a nuiturt sywtan (oftor 1990) will be applM to • i«lary Immc 
of the svpragv ot the highert 36 ywuv rf indned eamii^ from s career eamu«» apan of 40 
y^m For further detaite oo the aocial aecurity Ciwoiubi see Appendix A. r- 
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proach over the step-rate approach. The administrative problei^ of 
OTlculating the offset have mosUy been overcome through modem 
computer facilities and estimation methods that are acceptable to 
the IRS 

By concentrating on an of&et approach, CRS does not intend to 
rule out the eventual consideration of the stei^rate plan. A step- 
rate plan can be designed to achieve the same initial design chaxw- 
teristifs as an offset plan. Therefore, tlie analyws of the oflfeet 
system can also be taken as a surrogate for the analysis of the step- 
rate system. CRS will develop and analyse step^rate plans if the 
need for such discussion arises. 

c Comparison of mqfor coordmatwn approaches — l^re 4-lU 
compares the extent to which the various coordinaUon appr^hes 
either maintain the uniform distribution of the current t»Kb, or 
adopt the distribution tilt of social security for workers retinng at 
age 62. Some of these data are slightly different than m other sec- 
tions because the costs were set precisely equal to show the effect 
of different cooidination approach. In this figure, the social secu- 
rity portion of the system is displayed as the underlyii^ component 
in the totel retirement benefit structure, so that the distrjutional 
effects of the coordinaUon scheme can be easUy comi»red. The add- 
on line parallels social security and the 50 percent offe^ hne more 
closely maintains the current C8RS dirtribution. Note U»e upward 
tilt in the 100 percent offeet plan caused by the mteracUon of the 
offset and the reduction for early retirement under social secunty 
because age 62 mm chosen as the retirement age, and the offiset 
was figured not on the benefits actually paid but wi tlw full pri- 
mary insurance amount (PIA). (The PIA equals the benefit amount 
payable to a worker initially entitled to a retirement benefit at age 
65 (67 in 2030) and is used to derive other benefits.) As was dis- 
cussed, for the offset design selected, higher-paid workers receive a 
^ relatively smaller share of their total benefits from social secunty, 
and are less affected by the reduction than are lower-paid workers. 
This upward slope would be eliminated for workers retiring at 
social sec ty's normal retirement age, or if the ofbet were based 
on benef^ - » actually received. 
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The coordination lines intersect at around the $30,000 salary 
level The average preretiremmt salary ia about $29,000. Becatfiw 
these plans all cost the same, benefits provided Uie worker with an 
average preretiremrat salary generaHy will also be the same. Tbe 
coordination techniques regulate the roqiNmse oi the pemdon to the 
redistributional asflect of social security* Hie greater dc^gree oi 
social security tilt that is reversed by the praakin design, tm more 
pension money will flow to workers with preretiremrat salaries 
above the average, at the eiqiense of wotikers whose itHX>mes are 
below average. As mentioned before, workers with average prere- 
tirement incoroas' will receive less than in the current system if 
costs are held constant, because of the <Aher benefits paid by social, 
security, and because aver^ Federal WBgm are higher than the 
average wages covered by tl^ Social Security program. 

K, KKTIKKinNT AGK 

One of the more im|iortant issues to be examined in any new 
design is the age at which employee would be eligible to retire. In 
the current system, employees are iU>le to retire at age 55 with 30 
years of service with unreduced bMiefita In some cmos, empioyeas 
are forced to retire involuntarily as early as age 50 with 20 years of 
serviw, or any age with 25 yeara of service, or, under certain dr-^ 
cumstances, are able to choose early retirement at these ages. Em- 
ployees who retire at these ages receive reduc^ benefits. Retire- 
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ment age provisions of the current system are a frequent tai«et of 
critics who believe that CSRS should resemble more closely prac^ 
tices common to the private sector. As can be seen by the evidence 
in Chapter % private sector practice vanes considerably on this 

'***III^nost private plans, unreduced benefits are usu^ly not pay- 
able until age 62 and, in many cases, a^ 66, Early retirement pro- 
visions are common, but most workers m private employment who 
retire early have "e^rly retirement reductions applied to tlmr 
benefits at the time they are awarded. Many ftate plans, on the 
other hand, do provide unreduced retirement benefits at age &&, 
and a significant number of State government employees can retire 

at any age if Ihey have 30 years of service, 

The ^rliest age of eligibility for reduced social wjcunty benefits 
is 62, with full benefits currently payable at age 65; workers retir- 
ing at age 62 have their beneffts reduced by 20 penjnt of wh^W 
they would be if they elected benefits untU Me 65. The 1983^ 
Amendments to social security, however, raised the retirement age 
for full benefits to 67 in two steps: _ . . ^ . 

(1) Raised reUrement age to 66 begmning m 2000 by increas- 
inir the age for full benefits by two months d year for six years 
sothat provision would be fully effective beginning with thoee 
attaining age 62 in 2005 (66 in 2009). 

(2) Raw^ retirement age from 66 to 67 by mcreasing the age 
for full benefits by two months a year for six years beginning 
in 2017 so that the provision would be /ully effective beginning 
with those attaining age 62 in 2022 (67 in 2027). , . 7n 

^ Age 62 benefits would be maintained at an ultimate rate ot 70 
gerwnt of full benefits, after age for full retirement is changed to 

The following figures assume retirement in the year 2030. Thus, 
retirement before age 67, say, at age 55 witti 30 years service (the 
eariiest allowed by CSRS). assumes that either a much lower bene- 
fit wUl be received from age 56 to age 62 (or even untU age 67), or 
that supplements equal to the amounts anticipated ftwn «of;«" 
curity would have to be paid until the social security benefit actu- 
ally is received. 

/. Retaining current retirement age 

Figure 4-11 shows replacement rates for workers retiring at age 
55 with 30 years of service at an approximately average final 
salary of $29,000 per year. This plan has been deigned to replicate 
current CSRS retirement age provisions, and all other provisions 
have also beer held constant The benefit accrual rate has been 
tuned to estab. 3h costs approximately the same as the current 
system. As was shown in figure 4-10, for this worker with average 
preretirement wages the benefits would be the^roe under the var- 
ious coordination approaches, with income redistnbution for other 
salaries a product of whichever method is selected. To focus the dis- 
cussion on retirement ages, $30,000 salary was chosen so that 
income distribution issues would not intrude upon reUrement age 

The benefit in this example consists of three Pfrts: A pension 
benefit, a social security benefit payable at age 62, and a supple- 
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H*® «ntidp»ted value of social security receivable at 
age 6^ This 'level life' supplement retains the concept of level 
real benefits over the years of retirement, A full C30LA is pre- 
sumed. Again, the lower benefit value at constant cost results from 
the distribution of social security benefits to provisions other than 
retirement for single vrarkers.- 

FiouBE Ca^ Gross Replacement Rates for « Single 

Worker Age 55 With 30 Yeara JfSenrice— feo.OOO Final Salaiy 




2. Discouraging mrly retirement 

Discouraging early retirement reduces total lifetime benefits and 
am^rdingly cuts plan costs. Retirement age provisions ctmtrol the 
tradeoffs in plan costs among workers retiring at different ages, A 
plan that encourages early retirement will more heavily distribute 
plan expenditures to those woricers. If costs are held constant, a 
plan with provisions to- discourage early retirement will distribute 
more money to older workers, thereby encouraging longer careers. 

Full actuarial reductions for early retirement are iKised upon the 
equalization of present values for workers whose benefit computa- 
tions yield the same benefits, but who are retiring at different ages. 
In social security, for instancc/'the age at which mil benefits can be 
received is 65 (rising to 67 by 2027), but benefits can be received at 
62. ReduqJions applied to b«^nefits paid at 62 (20 percent) make the 
present value of the income stream approximately equal to that 
which would be received at age 65. In other wrds, the present 
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value of benefita at 65 is presently nearly e^ual to those at age 62. 
In t^ future when the of full benefit* increas^ to 67, the ac- 
Juari^l redSrtion ^11 cluSb to ^ percent for benefits received at 

^fn a plan in which benefits are based upon accumulated capital 
at ^eUrement such as a defined contribution plan, the pre^nt 
?ali^ "^benefits is automatically equalized for retirement at differ- 
ent LSttS sum £ the indivi/uaPs account at retirement is 
to pS?Sai an^nuity based upon the actuarialtable that Pn,2^ 
yea« of life after the age at which the annuity ^^^^^ I" « 
benefit plan, the formula generally determmes the aniount to be 
reived by eligible workere for each additional year of service If 
S fectors that determine annuity values are held equal in a de. 
fin«l tenefit plan, benefits received by workers retinng at later 
S^^rt^ l^(Wly to the plan because they wil be paid out 
^Tr a shorter period than benefits of the same level received oy 

'"''c^eZ(1i^Trn%'^nt functions of a defined benefit plan is to 
provide predictable benefit amounts. Workers can easilv under- 
Cd how pension levels rise for each additional year of seme*. 
The concept of a normal retiiement age, then, implies that eligibil- 
ity isXld constant for all workere, and that annuity paymente are 
eaualS for service attained by that age. The age at which fu 
Kfircan be received is an important ingredient ^ he ^eraU 
retirement plan objective: Workers tend to remain until that date 

""Ccur7enrS",!^rS^^^^^ with full unreduced ben. 

fits at Se 55 with 'SO years of service, although additional value is 
ea?n«lTr additional ^rvice. If, in a new overall Plan cc^ 
are held constant with those of the current ^RS, reducing benefits 
fo7 retirement before age 62 will shift plan dollars to workers who 
retire at later ages. Full actuarial reductions would dimmish the 
diff^nces in the present value of benefits received by workers 
wkhThe^me service and salary base but who retire at different 
Worte^ would tend to delay their retirement. Savings a^ 
Seved by (1 ) reducing the number of people entering the rolls, (2) 
foweriS the present vllues of those who retire at earlier ages and 
rSiing^the work life over which benefite are fund^^ If an 
employer dcSires a younger workforce, unreduced benefits at early 

"^EvideLS^^^^^^^^ plans shows that less than full actu- 

arial redSctiorS^ ?re sufficient to delay the age of retirement sub- 
StiX In a new Federal pension, full actuarial reductions 
Sould be about six percent for e^ch year of retirement between age 
S^and 02XductioV^ at around three percent per vear would suV 
s di "- workers retiring early, but the value of a<fditional ^ v 
and any anticipated salary increases, when combined with the 
prosF^St of redactions, would encourage civil servants to work to 

iSrw'^etirement can be discouraged in numerous ways. Some 
are listed in table 4-4 which deals with p. oO percent offset plan. It 
Zws7ro>S:ted savings that could be ^'^P^S* «;«XnI^"i^": 
of workers delayed retirement m response to the harshness ot a 
penalty for early retirement. 
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As table 4-4 shows, when workers are eligible to retire at age 55 
and are granted a supplement equal to social security payable be- 
ginning at age 62, many can be expected to retire immediately. 
Benefits under this plan would remain level for life, because of 
postretirement (X)LA and because of the ab^nce of any disparity 
in replacement rates between retirement and social security eligi- 
bility, the point at which the supplement ceases. Because such a 
supplement is of no value unless the worker retires in time to re- 
wive it, evidence from private sector plans having such supple- 
ments shows that many workers exercise their option to retire 
upon becoming eligible. Based upon evidence developed from the 
current CSRS, Hay-Huggins Company, Inc, estimates that 36 per- 
cent of suclr workers would retire within the first year after becom- 
ing eligible. 

Another crucial provision affecting the decision to retire is the 
point at which any offset is applied. The pension could be comput- 
ed with the offset of social security benefits applied only when they 
b^n, or the social security benefit amount could be estimated and 
applied immediately at retirement even though sever^ years re- 
mained until the earliest age of wcial security eligibility. Because 
the latter case provides much lower replacement rates between re 
tirement and the age at which social security kicks in, worker re 
tirement decisions are affected accordingly, 

TABLE 4 4 VARIOUS METHODS Of DISCOURAGING EARLY RETIREMENT IN 50 PERCENT OFFSET 
PWNS, THEIR EFFECT ON RETIREMENT RATES AND PLAN COSTS 



fttkct 



full retfremenl at S5. flil son^bnent offs^ 36 (S) 

f\M retirem<fit Msgibb.so siJpptenefrt, crftsd apptod it 6? . i$ oi 

f retfonent 3l age 55, fio sufipiement, offset appM smMefy 6 14 

One fuff KtmtsA refaction between 55 md 6?. r» si4)ptement, ^set ^iptied at 62 4 2,1 

One^natt adtidn^ re^0i bdvwesi 55 and 62, m ? 34 

fu« actuaria* rcttedw. rw supptewrt. oWsef ^ipfced mimeAa^ . . 1 4 3 



' k\ (xrcoH 6^ m iivmp oaBtMt cost 



Figure 4-12 compares replacements rates for workers retiring at 
agi^ i>r> with <iO years of service, under a backdrop plan and under a 
plan with a one-half actuarial reduction, (three percent per year 
under age 62). This later plan also does not provide a supplement 
provided for the anticipated social security benefits payable at age 
62, and the fA) percent offset of social security benefits is applied at 
55, (Savings of 3.4 percent of pay are projected when these changes 
are introduced into the backdrop plan J A full actuarial reduction 
wouid save 4.3 percent of pay, compared to the constant cost of 
backdrop plans. In this case, the savings were used to increase the 
accural rate from L45 percent to 1 71 percent per year of service. 
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Pwuius 4-12.~Birly Retirement Reduction at Comtant Cort: Groae Refdaonnent 
Rates for a Singfe Worker With 90 Yefure <^ 8ervioe-«80,000 Final Salary 




Retirefn#frt Aoe 

Figure 4-12 shows the effect upon replacement rates of redistri- 
bution between workers retiring earlier and workers retiring later. 
The primary bars in the figure show replacement rates in the 50 
percent offset backdrop plan. The secondary bars show a plan with 
early retirement reductions. Because the salary is near the average 
retirement salary, add-on plans would show similar results. If th^ 
one-half actuarial reductions were applied to retirement at age 55 
with 30 years of service, and the savings were used to increase the 
overall plan generosity, thereby raising costs back to the original 
backdrop level, benefits for workers retiring at later ages would be 

In this example, the worker receives a gross replacement rate 
from the backdrop plan alone of about 30 percent of all ages. Be- 
cause the social security benefit increases for retirement at later 
ages, total gross replacement rates climb from about 45 percent at 
age 55 and 62 to about 54 percent at age 67 when reductions to 
social security benefits would not be applied. In the plan with early 
retirement reductions, the overall replaceme.nt rate at age 55 
would be 29 percent of gross salary, rising to 45 percent at age bZ 
when social security benefits begin. If retirement is delayed untU 
age 62, the replacement rate is 53 percent, and by delayii^ retire- 
ment until age 67 a worker at this salary and service would receive 
a 61 percent replacement rate. These examples assunie 30 years of 
service and reflect the increase in the accrual rate from the sav- 
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ings achieved by introducing the n>ductioni9 for early retirement. 
Of course, actually delaying retirement means increase in beneflts 
from the additional service, and salary increases* 



Under current law, annuities are adjusted annually to changes 
in the Consumer Price Index (CPI). Congressional action in recent 
years has reduced the index for younger retirees and delayed the 
timing of the adjustment as much as seven months but permanent 
law continues to specify full and automatic adljustments annually, 
iTiese changes in costoMiving adijustments (OOLA) cut the real 
benefits of the affected workers and reduced the cost of the system 
below what it v^ould have been otherwise. 

Figure 4-13 represents the benefits payabh under a backdrop 
plan with 50 percent COLA applied to the pension instead of full 
COLA, As in figure 4-11, the benefit consiste of social security, pen- 
sion and supplement from age 55 until age 62. Hie figure displays 
a near average final salary of $30,000 so that distributional effects 
from differences along the salary sade do not affect the COLA 
analysis. Reducing the OOLA to 50 pen^nt wmild save 4,3 percent^ 
age points in normal (xwt comjpared to an identical plan with full 
COLA, Savings are achieved by the reduction in postretirement ad- 
justments, and also because some workers would continue working 
to later ages. 



C^)OT-OF-UVING ADJUSTMKKTS (COLA) 






In the years after retirement, the pension benefit declines a« a 
portion of SSl benefits. Social security is projected to be fuUy m- 

^tc^^i^^tnZS'tlTS. effects of restoring the 
^^n^^^^^(X>hA cuts to the overaU benefit «^er<m^ 
S^bf^n^B^u^ the inflation assumption is constant, the mte 
rfLnLS benefit erosion is a straight, but decluung line. The 
tenTfit Si^to 46 percent of final pay by age 70, wluch would 
te ule a^rS?^^ receive/by this worker m a plan 

fully indexed as in figure 4-11. ^ . . „ 

tL benefit begins at a^55 as a reptecen^nt,^^ Ld^ tS 
Dercent A supplement between age 56 and 62 is p. JM oy im 
K it foUows the same «^SSment peth «8tne pjnm^ 

age 62 only the basic p«i«on «teclmes as the 
Sl«rurity benefit begins. The tota^ rep^ment rate drops 
from 55 percent at age 55 to 40 percent . ^^^^ 

The traded, then, between a half and fiul tJULA at cotm^ 
^S^asebSiefits for workers when tim «]^«*wlul^ ^ 
SS^S^^Sring later ages. This feature txa^ be a^ractwe to 

mm,t i«lS»ev travel or pursue other expensive interests, but it 
S& ^t^L^Wp fJr SeW elderly who may face mcrea^ 
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early retirenMnt rediu:iiomi, tJM impact of which is known in ad- 
vance, OOLA reducticms introduce grmter uncertainty into retire- 
ment decisiojDus. 

Private sector COLA practice varies widely. The porticm of the 
benent arising from social security is fully in^ed but the remain^ 
der m cmly indexed, if at aU> through periodic ad hoc increases 
grar^^ at the discretion of plan sponsors. C3ia{^r 2 findings show 
tha. jenefit increases oflwt anmnd 30 percent d the loss in pur- 
chasing power due to inflaticm oi^r the period 1973 to 1979, in 
plans taken to be representative of comparable mm-Fedeml prac- 
ttoe. 

C. CAPrrAL ACCUMUIATION PLANS AS A DISCRKnOKABY SUPPLKBONT 

One of the important develc^nnents in the pensi<m field in recent 
years has been the incrrasing p^mlarity of capital m?cumulation 
plans as a supplement to the main defined benefit plan and social 
security. According to the findings in Chapter 2, about three out of 
four of the laiigest companies provk^ such a sufmlement^ 

These capital accumulation plans provide design ditematives 
that can accomplish certain objectives. At the same empl^r cost, 
amounts directed to the ^'automatic'' portion of the benefit design 
(tne pension plan) relative to the voluntary part (Uie capital i^cu- 
mulation plan) can be varied. Basically, the plans encourage em- 
ployees to save toward their own retirement income. If Federal re- 
tirement expenditures under a new Federal system are tilted to 
Wer incomes, or toward retirement at later a^es, voluntary cap- 
ital accumulation supplements would allow other workers to com- 
pensate for some or aU of the relative loss by saving more (reduml 
consumption) during working years. 

L Illustrations of capital accumulation plans 

The capital accumulation plans that CBS has designed for this 
report are modeled after a plan known as a "401(k)" plan. The 
plan, which supplements primary defined benefit plans in the pri- 
vate sector, takes its name from the section of the Internal Re\e- 
nue Code that governs it. The 401(k) plans provide favorable tax 
treatment to employees by deferring taxes on employee contribu- 
tions until retirement. These contributions are deductible from tax- 
able income during the years in which the income is earned. Be- 
cause employer "^noney can be used to encourage this otherwise vol- 
untary participation, Federal tax law governs the extent to which 
these plans can favor higher-paid workers. The IRS guideline speci- 
fies that employer contributions to the plan for the higher-i^ki 
third of the workforce can averse no more than two to three per- 
centage points higher than the avenge contribution on behalf of 
the lower-paid two-thirds of employees. 

Capital accumulation plans mcrease a worker's discretion. The 
employee chooses to save more or less. Capital aixrumulation plans 
also can be vehicles for V/orkers who would like to develop an in- 
vestment portfolio. Many private employers who sporisor supple- 
mentary capital accumulation plans provide several investment 
choices so employees can invest their ai^ts as they prefer. Partici- 
pants in some plans are permitted to borrow against their ai^ts in 
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advance of their actual retirement. This borrowing opportunity can 
be an important feature for families with housing expenses, high 
medical bills, or need for college educations- In the examples that 
follow, investment issues have not been addressed. Ismies arising 
from Federal employee investment for retirement are discussed in 
Appendut B. These voluntary supplements have been analyzed 
strictly as discretionary devices that allow the employ^ gr^t*** 
control over retirement planning. Thus, the rate of growth m th€«e 
investments is determined by the same economic assumptions used 

for all other analyses. . , .1. •„ ^ *• 

a. The concept of constant employer cost— In the illustrations 
that follow, the capital accumulation plan cost is estimated, and 
the generosity of the main retirement plan is then reduced to a 
constant employer cost. The reason for adopting a constant employ- 
er cost in this section is to show the effect upon replacement -ates 
of employee contributions to a capital accumulation plan a»« to 
compare them to contributions the employe«( now make to C»Kb. 
Employer cost is defmed as the total value of plan benefits minus 
all employee contributions. For instance, in the current CSRS the 
baseline tota' cost of 32.2 percent of pay is reduced to an employer 
cost of 26.2 percent when the employee contribution of seven per- 
cent is deducted. In a new retirement plan designed to accompany 
social security, a constant employer cost, including the employer 
share of social security cost, would also be 25.2 percent. In this 
study, the employer cost of social security is equal to the employer 
social security tax as a percentage of total payroll, or 6.1 percent of 
total payroll. Subtracting that amount from 25.2 percent yields a 
constant employer cost for the pension alone of about 19.1 percent 
of pay, normal cost. That figure is taken to represent the Federal 
Government's cost of the pension benefit component, if the govern- 
ment's share of retirement costs for the alternative system, mclud- 
ing social security, is to be held constant at the level of its cost for 
the current system. This figure becomes the target cost to be 
achieved by calibrating accrual rates. 

b Estimated capital accumulation coste.— Costs ot the capital ac- 
cumulation plans in this study depend on the participation rate of 
individuals. Such rates, expressed as "percent of full participation, 
are influenced by two features of the plan: The rate at which em- 
ployee payments to the capital accumulation plan are matched ty 
employer payments, and the ceiling on employee contributions eli- 
gible for such matching dollars. Some emplwees will contribute 
the full amounts permitted by the plan specifications, others only 
some, still others not at all. The percent of full participation is the 
net average of full participation after all full partial, and zero con- 
tributions have been combined. , , ^ . i. 1 
The cost in this study to the Federal Government of the capital 
accumulaUon plans is established by multiplying the estimated 
matching rate specified for the plan by the estimated percent of 
full participation. For example, a plan with a 50 percent employer 
match of employee contributions to six percent of t»y is estunated 
to acquire a 55 percent average full participation. Multiplying that 
rate times the maximum government mateh (three percent) yields 
a Federal Government cost for the plan of 1.65 percent of pay. Doc- 
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umentation of the method for arriving at the variable used fof the 
capital accumulation cost assumptions can be found in Appendix C, 

2. Usin^^ capital accumulation plan to diminish the social security 

In a previous section, the distributional effects of the social secu- 
rity formula were shown in combination with an "atW-on" and a 
"50 percent offset" approach to coordination, 

a. Offset plans shown with voluntary supplements.— In figure 4- 
14 a 50 percent offset plan is combined with a voluntary capital ac- 
cumulation plan. The plan is defined as £v 50 percent match up to 
an employee's contribution of six percent of pay. TThe average rate 
of full participation is 55 percent, and the government cost is 1.65 
percent of pay. All other provisions are held constant, and the gen- 
erosity of the plan has been tuned so that the employer cost, de- 
fined as the projected normal cost of the basic plan, plus the as- 
sumed normal cast of social security, plus the projected average 
cost of the capital accumulation plan approximates a total normal 
cost of 25,2 percent of pay. 

FiouKK 4-14 -Fifty Perwnt Offset and Capital Accumulation at CVmstant Co t 
Gross Replawment Rates for a Single Worker Age 62 With 30 Years of Service 



100 1 



ao J 




r fid Gfv>ss Sahry Adjusted to f9B4 Lovefs (TKoiOf cmd $) 



The L65 percient of pay for the capital accumulation plan can be 
gained through a wide variety of adjustmentB. This illustration as- 
sumes that the gain is achieved through a reduction in the accrual 
rate of L45 percent to L35 percent per year of service. 
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The figure shows the effect upon benefits of participating in the 
plan. Employees contributing at the maximum amount (six percent 
of pay) would have higher replacement rates at all salary levels 
than they wouW receive under the current CSRS. At ti*e end of a 
:^0-year career these employees would have accumulat«i sufficient 
capital to purchase, at age 62, an annuity replacing about 15 per- 
cent of the gross preretirement salaries. Of course, their disposable 
income during work years would have been lower because of the 
amounts submitted to the capital accumulation plan. Employees 
who did not participate would receive about 26 percent less replay 
ment of their salaries. Because full participation is assumed to be 
more likely at higher salaries, the relationship between the two 
lines gives some appreciation of how this capital accumulation plan 
can diminish the effect of the social security tilt. ^ ,^ ^ ^, 

b Voluntary ptam shown with add-on,— Figure 4-15 shows the 
effect upon the distributional tilt of the social security formula 
when the same capital accumulation plan is used in combination 
with an add-on plan. All other aspects of the plan, including cost, 
are held constant with the plan shown in figure 4-14. In this case 
the accrual rate is reduced from 1.13 percent to 1.03 percent per 
year of service. 

FiCDRK 4 l.") - Add-on Plan and Capital Accumubtion at OMwtant C^: Gross 
Replacement Rates for a Single Worker Age 62 With 30 Years of Service 



o 

a: 



o 

a. 




» 55 ^ » 

nool G«>»» Scj^ory Adjusted fo 1904 Uvob Thousand $) 



Because of the different propensity to save among employ^ at 
different salary levels, this design can have a pronounced effect 
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upon the social security tilt, and is thus a signifirant benefit alter- 
native for higher-paid workers if the add-on approach to coordina- 
tion with social security should be adopted. 

FtoUHJc 4-16,--BackdrcH> Plan and Capital Accumulation at Ccmstant Cost: Grom Re- 
placement Rate^ for a Single Worker With aO Years of Servke— $30,000 Final 
Salary 




Figures 4-14 and 4-15 are based upon capital accumulation plans 
that are indexed to pay level valum over the years. Alternatively, 
the employee could greatly increase the initial annuity by choosing 
a level dollar (nominal) annuity. Figure 4--16 shows tKis effect for a 
worker retiring at age 55. Figure 4^16 shows the erosion of the 
value of the capital accumulation plan during the years after re- 
tirement in an unindexed annuity paid for lite. (Later figures will 
demonstrate alternative payout structures.) The annuity value is 
purchased at retirement b^ the lump stun of the accumulated em- 
ployer/employee contributions pltis accrued interest earnings. The 
annuity value is the actuarial relationship betweeen the lump sum 
at retirement and the projected years after retirement based on an 
assumed discount rate. The backdrop plan components (social secu- 
rity and the defined benefit pension plan) retain constant value in 
this example because they are indexed. 

e/. Capital accumulation plans: assuming risks 

These employees are shown retiring at age 62 with 30-years serv- 
ice. Th( replacement rates for employeas participating m the cap- 
ital accumulation plan are derived by dividing the aorumuiated 
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contributions and interest earnings in the plan at retirement by an 
annuity factor based on a discount rate and the number of years of 
life remaining, according to the actuarial tables developed for 
workers within the demographic profile. All projections m thts 
study are, of course, sensitive to the economic assumptions used m 
the projections, but if the assumpUons are held constant, useful 
comparisons can be made. However, it is worth noticmg that re- 
placement rate presentations of capital accumulation plans also 
are directly dependent upon the specifications used for that presen- 
tation For example, workers with identical careers and salaries at 
retirement, but who are at different ages when they begin drawing 
benefits would have different replacement rates, because of the dit- 
ferent actuarial assumptions as to the yeare of life remaining 
during which the annuity will be paid. 

Other assumptions also affect the value of these plans at retire- 
ment. These examples show a "typical" worker, who enters at the 
average entrant salary, and who retires at the average preretire- 
ment salary after having spent a career progressing through the 
salary grades at an average pace. Alternative career paths produce 
different rates of accumulation and thus different replacement rate 
projections. Most postal workers, for example, have relatively 
^flat" career paths. Amounts saved by them m capital accumula- 
tion plans will appear substantially more valuable, as a percentage 
of preretirement salary, than the same percentage of salary saved 
by a worker whose career growth begins low but progresses into 
higher grades by retirement. The latter worker's early career con- 
tributions are lower relative to the higher salaries late in the 
career than for the worker with a flatter scale. 

An important analytic point is thereby raised: The employer 
share of capital accumulation plan contributions would be a part ot 
the Federal Government's cost of the total retirement system. 
These plans are added at a cost that is then subtracted from the 
amount available for payments from the main defined benefit plan. 
This transfer of a portion of the total benefit costs from a defined 
benefit plan to a plan that is essentially a defined contribution 
plan would also be a transfer of some of the risks in retirement 
benefit costs and expectations from the government to federal 

The examples of capital accumulation plans developed for the 
study are analyzed with risk aspects removed. Ekronomic assump- 
tions are held constant as if the accumulating assets are »nv^ted 
in Federal securities and grow at the same rate as costs and bene- 
fits of the basic plan; career paths are held constant as if all work- 
ers progressed at the same average rate to an average final salarv. 
In an actual capital accumulation plan, retirement benefits could 
be affected, perhaps e/en profoundly affected by actual events, 
both in the economy as a whole and in the individual s own experi- 



ence. 



One of the primary advantages of a defined benefit plan is that 
risks of economic uncertainty are borne bv the employer, an insti- 
tution capable of enduring economic shocks and with the capacity 
to absorb unpredictability in costs that occur when benefit levels 
are guaranteed percentages of final incomes. Capital accumulation 
plans transfer risk to the employee: ^e^^ depend upon mvest- 
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ment peiformaiK^ and general market health, risks inherent in 
building capital wealth with a specific goal in mind. 

The proper consideration of capital accmnulation plans as poten- 
tial features of a new retirement system requires an understanding 
of these transfers of risks. From a strict economic standpoint, these 
plans affect the economy only to the extent they increase employee 
savings and thus the nation 8 capital pool In the long run, aggre- 
gate costs and average benefits of the two types of plans are shown 
to be the same because they are based on identic^ economic as- 
sumptions. The difference between these two types of benefit struc- 
tures is upon individual cases* Some workers will dk) better and 
others worse as a result of assuming the economic ni^ic inherent in 
capital accumulation. A further discussion of thr issues of risk in 
capital accumulation plans can be found in Apprndix B, 

4^ Usiri^i a voluntary capital uccumulation plan to counter changes 
to early retirement 

A capital accumulation plan could be u^ed with either an add^n 
or an offHset plan to provide opportunities to save voluntarily for 
earlv retirement. This design would permit employer costs to be 
used to encourage later retirement by providing higher benefits for 
workers who remain employed to later ages. Workers would still be 
permitted to retire early, but with reduced pension benefits. Tlius, 
these workers would need to save to achieve benefit levels compa- 
rable to those provided in the backdrop plans. 

In figure 4-17, the primary bars represent a backdrop 50 percent 
offset plan (at this approximately average final salary an add-on 
would look about the same), A supplement is provided for retire- 
ment at age 55. Tlie secondary bars represent a plan in which ben- 
efits for workers ^letiring at ag^ 55 with 30 years of service are not 
supplemented for anticipated social security benefits and the offset 
is applied immediately. Furthermore, one-half of a full actuarial re- 
duction (three percent per year under age 62) is imposed on bene- 
fits of persons retiring at age $5, The projected savings of 3.4 per- 
cent of pay from these changes to the backdrop plan iiave been re- 
stored to the plan represented in the secondary bars in two ways. 
First, a capital accumulation plan with a 50 percent match of em- 
ployee contributions up to six percent of pay was added at an esti- 
mated cost of L65 percent of pay to the Federal Government, 
Second, the remainder of the savings (1,75 percent of pay) achieved 
from the introduction of early retirement reductions was used to 
increase the accrual rate from 1,45 percent to 1,60 percent so that 
plan dollars would be redistributed to employees who retire at 
older ages and/or with more service. 
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4-17 -Backdnv Pta« With B«riy ^^'^^^f^^'^IS^SS^^ 
V«af» of Service— |SO,000 Plmd SsUuT 




In fifjure 4-17, the primary bar» show projected benefits at diflfer- 
ent retirement ages under a backdrop plan Retirees .w«^^rewive 
30 percent in groes replacement from the b^ P^^^t^^jftf 
of tli age at which they retired. The social sectinty benefit m- 
for retirement ages after age 62 because .redurtion factors 
in that program for early retirement dunmish with rcUrement at 
lateragSllie alternate bar shows that tim worker with near-av- 
erage preretirement income would have lowr benefits from i^ 
basic plan (27 percent) at age 55, but at age 62 would receive tot^ 
benefits frem tli plan plus social security (42 Percent) ^t would 
exceed those of the b«;kdrop and nearly reach those of the current 
CSRS A worker with the same salary and service, but who retires 
at age 62, would receive 50 percent from social f^r^^^^ 
pension, a total close to that payable from the current GJKS, 
*^S^ that these figures show additional benefits for later reUre- 
ment ages without additional service. If workers chose not to retu« 
and to continue working, the additional wrvice woidd enhan^ 
their benefits even more. In the case shown here, a worker witli M 
ySi^r^^ Wild receive about 34 percent from t^ unreduced 

?^ula in the backdrop plan. If the if<«vid»aL'!2f!lrL^^ 
under the alternative plan, that amount would be reduced to about 
27 iSiwnt of final pay. If the individual worked another seven 
Jea^^Se^amnaW. the benefit would climb to 42 percent be- 
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cause of the additional service and absence of reductions. The value 
of increased service in th& example is about 4.1 percent for each 
additional year in combined service increase and diminished reduc- 
tions for early retirement. Of course, the additional service also 
would mcrease the value of the social security benefit as well, y 

Figure 4-17 also shows that retirement at later years with the 
same service causes higher benefits from the capital accumulation 
plan; actually, the present value of future benefits payable from 
the lump sum in the voluntary supplement at retirement is the 
same at all ages shown. The monthly payment values would be 
higher for workers retiring at later ages because on an actuarial 
basis the payments would be paid for a shorter period of time. 

Capital aonimulation plans can provide a means by which the 
employee is able to plan for early retirement In figure 4-17, the 
accumulated amount in the capital accumulation plan at retire- 
ment IS used to purchase an indexed ftUUife annuity. Although 
tot^ benefits payable at age 65 in this example do not match those 
of the backdrop plan even with Ml participation, that is partly a 
result of the absence of a supplem«$nt Because benefits would in- 
crease substantially upon the payment of social security at age 62 
an actuarial equiv'ilent supplement could be designed at no addi- 
tional cost to the pian, that "levelled-out" the replacement rate. 
The employee could be provided an option in which lower replace- 
ment rates after age 62 are "accepted or traded'' for their actuarial 
equivalent value in higher replacement rates before age 62. 

In figure 4-18, this concept is used to construct a i»yput specifi- 
cally tailored to accompany a backdrop plan payable at age 56 with 
no supplement. No other changes are made. The level-life replace- 
ment rate in figiire 4-18 approaches that of the current CSRS be- 
caiwe this example shows an employee whose contributions are 
higher than would be paid to the current CSRS by approximately 
five percent of pay. If the capital accumulation plan were designed 
to defer taxes on the employees' contributions then the net contri- 
bution after tax would be less than 5 percent. 
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In figure 4-18. the annuity from the capital accumulation plan 
has been structured to pay a higher indexed benefit from age 55 to 
62 equal to anticipated social secufitv benefits and the remamder 
of the accumulated assets are indexed and paid out evenly over the 
entire retirement. An employee delaying retirement until age 61 or 
later woulu have a significanUy higher replacement rate. 

In figure 4-19, the lump sum amount m the capital accumulated 
plan at retirement is used to purchase an unindex^ full life annu- 
ity The employee is assumed to have participated fully in the plan 
since the beginning date of employment. The annuity be.^" 
to decline in value over the years aRer retirement Combined bene- 
fits at age 55 are not so generous as those of the current system 
but near the levels of backdrop plans. The repl^ment values 
lump at age 62, when social security benefit* begm. Remember that 
in these examples average preretirement sala^f«^ ^emg showrt 
Replacement rates at other salary levels would be affected by the 
method chosen to coordinate with social security. 
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FloifM! 4-19.--B«ckdn^ Plan am] Capita] Accumulation at Cmtstant Cost- Grass Re- 
El!Sa&Jir?***" * Worker Age 55 With 30 Yeare of Semce~$30,000 



m 




The inflation rate used in all projections in this study is four per- 
cent per year. Thus, the retiree could also be given the choice be- 
tween an annuity fully indexed or one with a guaranteed increase 
of four percent per year. In the latter case, the employee loses if 
inflation exceeds four percent and is better off" if inflation stays 
below four percent. Both cases aie projected to cost the same. 
Either approach implies a balanced risk^br both annuitant and the 
institution selling the annuity. However, the potential gain to the 
employee iu case of zero inflation is limited to 4.0 percent while the 
upside risk is, at least theoretically, unlimited because there is no 
absolute limit on inflation. 

5. Using capital accumulation plans to offset reductions in COLA 

The voluntary capital accumulation plan can also be used in con- 
junction with reductions to COLA. All features are held constant, 
including employer cost, so that the effects of particii^tion can be 
seen if COLA is reduced to one-half of the CPI. 

Figure 4-20 shows a constant employer cost plan in w .Ich the 
savings from a redu(^ COLA have been used to pay for a dollar- 
for-dollar capital accumulation plan. The COLA on the pension is 
one-half of the CPI changes and is paid annually. An index^ sup- 
plement is provided to workers retiring at age 55, equal to the in- 
dexed social security benefit payable at age 62. 
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Vfov^ 4-20.-B«ckd«H» Plan With 60 Percent 001^ and Cagtal AocumuUtton at 
CwMaat Cost: Grow Replaceinent Ral«8 for a Single Worker Age 55 With SO 
Yeare <^ Service— $30,000 Rnal Salary 




The capital accumulation plan is indexed at a rate equal to infla- 
tion. The retiree depicted in this plan is an average inwme wor^r 
As was discussed earlier, income distribution would depend ^n 
the technique used to coordinate with social security. If an offset 
aCT.S were followed, lower-paid Federal workers would receive 
smaller portions of their total income from the pension portion 
than woffd higher-paid workers. Thus, higher-poid workers woidd 
have relaUvely greater advantages m purchasing their mOation 
protection by participating in a capital accumulation plan com- 
bined with an offset integration approach, c : 1 

The foregoing examples of altenative payouts of capital accumu- 
lation a^ts are all actuarial equivalents. On ar, actuarial basis 
the schemes have the same present value to the "*nplfy«tTii2 
same cost to the employer. It is important to remember that th^ 
^ples show employees with full participation the <^P»tol ac- 
cumulation plan over their entire careers (and with the risk re- 
moved). Employees could vary their particiption (with a corre- 
sponding increase or decrease in the spendable income) as the cap- 
ital in the plan accumulated at rates differing from their expecta- 
tions or in ways other than the projected outcomes. , 
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6, Early payouts from capital assets 

Capital accumulation plan^ u^ some employee and employer 
money to create a pool of capital that belongs to the employee. 
These plans not only enhance retirement beneflto for those who 
participate, but also provide greater portability to employees who 
leave before retirement. Capital accumulation plans have much 
earlier vesting requirements and employees are able to take the 
full value of accumulated capital with them when they resign. Fur- 
thermore, in the private sector employees often have the right to 
borrow against accumulated amounts. 

Private sector capital accumulation plans, but not defined benefit 
plans, often permit participants to borrow against their accumulat- 
ed assets with various requirements for repayment. In some cases, 
plans restrict this opfwrtunity to employees who experience a need 
for large sums of money at some point in their careers, for medical 
expenses, down payments, or educational expenses for ciiildren. 

It would also be conceptually poi^ible to grant to employees 
while they were still employed, a portion of their accrued rights in 
a defined benefit plan in the form of capital. Under such an ar- 
rangement, the employee would be given the right to draw upon 
some portion of the accrued present value of future benefits at var- 
ious points in the employee's career. These rights could be porta- 
ble, and they could be treated as assets to which the employee is 
permitted access. The value of the "capitalized" rights could be re- 
str'cted to a portion of the computed present value of future bene- 
fits. This design could be structured to have no effect upon plan 
(normal) costs; actual budget costs would occur earlier if future 
benefit values are granted in advance. 

Employees could be permitted to draw some portion of the 
present value of their accumulated assets in advance of their 
actual retirement. At retirement, replacement rates would be com- 
puted after taking into consideration the full value, at retirement, 
of all money withdrawn earlier. The effect upon cost of granting 
this advance payment would be limited to the timing of payments: 
The present values could be equalized, but a portion of the payout 
would occur earlier. 

Another variation on this arrangement would allow employees to 
use some of the accrued present value of their defined benefits 
before retirement, to supplement their income during extended pe- 
riods ofT the job, or to invest in small bustne^es or other income- 
producing assets that could allow the employee to "phase in" a 
transition from full-time work to full-time retirement. 

Table 4-5 compares the effect upon ultimate benefits at retire- 
ment if an employee is permitted to withdraw some plan value as 
capital in advance of the normal retirement age (in this case, 55 
with 30 years of service). The illustration assumes that the employ- 
er would have received a level life replacement rate of 45 percent 
in the absence of any withdrawal. These variations are shown at 
constant cost in a 50 percent offset backdrop plan such as that 
shown in figure 4''11. 
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III. DeSU.NING DlSABlUTY BENEFITS 
A. INTRODUCTION 

Since January 1, 1984, newly hired Federal workers have been 
covered by the provisions of social security's disability insurance 
program. Workers hired before that date by and large are not eligi- 
bkfor social security disability insurance and are protected in- 
stead by the quite different provisions of the current civil service 
retirement system. Designing a new Federal retirement system c<^ 
ordinated with social security clearly requires development ot a 
complementary disability program. 

As consistently applied throughout this report, analysis b^ns by 
studying private sector and State government practices. Private 
sector organizations and those State governments whose employees 
^ covered by social security have designed their disability plans 
to complement social security disability ^"^^^J^W r^TJ^ 
highlighted by the different ways the private sector, State govern- 
mints and the current CSRS treat disability, and by how coverage 
with social security is coordinated with these systems. Basic differ- 
ences between Federal and non-Federal practice are: 

—The current CSRS grants disability retirement immediately 
if an applicant's disability prevents him from performing his 
job effectively. Private sector plans and social security, un 
the other hand, pay benefits after a designated waiting 
period if the worke. is disabled for work in any occupation. 
-The current CSRS has a more liberal work test and usually 
pays benefits longer after recovery than does social ^rity. 
-Social security pays benefits to dependents of disabled work- 
ers, whereas CSRS does not. . - . _ 
-Many social security recipients m the private sector are also 
eligible for disability benefits from a pension plan or insur- 
ance provided by their employer. These benefits combined 
with social security often initially replace a higher propor- 
tion of earnings than do CSRS benefits. . 
-Private sector plans typically provide greater protection 
against temporary disability. • j - j i 
The^ of the current CSRS disability program for individuals 
under age 65, 3,0 percent Qf payroll, is comparable to the wst ot 
the disability provisions of riiost private sector plans combined with 
social security. 
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B, TYPES or DISABILITY PRACTICES 

De«i£^n disability benefits begins by examining the features of 
social security and private sector and State government practices, 
and comparing them to the current 05RS. (Appendix A describes 
these current practices in detail.) 

/. I^ivate sector and State government disability practices 

Private sector and State government employers generally pro- 
vide short- and long-t^rm income protection against the risk of dis- 
ability. Long-term protection niay be provided through the pension 
plan, a long-term disability (LTD) msurance plan, or both. LTD 
plans are contracts with insurance carriers that provide disability 
benefits for employees. They are funded separately from the retire- 
ment system. LTD insurance benefits become available after short- 
term disability benefits have expired. They typically pay about 60 
percent of predisability earnings for as long as the disability con- 
tinues or until the individual reaches retirement age and begins to 
receive benefits under the regular pension plan. Benefits from most 
LTD plans are reduced by the amount of other compensation, such 
as workers* compensation, social security, and pension benefits. 

Only five States have LTD insurance plans, according to the 
(leneral Accounting OfTice (GAO). The other States provide for dis- 
ability payments from the retirement plan. 

When disability coverage is part of the pension plan, plan bene- 
fits may be payable immediately, or they may be deferred until the 
disabled employee reaches the plan's regular retirement age. Plans 
with immediate disability pension benefits usually calculate their 
amount under the rc^lar pension formula. The m^yority of the 
States provide immediate disability pension benefits. 

Deferred payments are most often used when employees are also 
covered by LTD insurance plans. Credits toward pension benefits 
are usually granted to these disabled workers until they are eligi- 
ble to b^in receiving pension benefits. Most employees have to 
have at least 10 years of service to be eligible for disability benefits 
under the pension plans. 

Disability pension benefits usually are integrated with social se- 
curity disability insurance benefits. Internal Revenue Service inte- 
gration rules state that no more than 64 percent of the social secu- 
rity benefit may be offset by the pension plan; 5() percent is typical. 

J. ^'Representative** private sector dUability practice 

Private sector disability practices vary but some features a e suf- 
ficiently prevalent that they are ''representative" of private bc:tor 
practice. A representative private sector plan would include a tem- 
porary disability program that would provide benefits after sick 
leave is exhausted, and would use an occupational definition of dis- 
ability similar to that in the current CSRS. This short-term protec- 
tion would be combined with a long-term disability program that 
would go into effect six months after onset of the disabling condi- 
tion. Beginning 24 months after onset, long-term disability benefits 
would be provided under a stricter definition of disability similar to 
social security's. They would replace about 60 percent of pr^isabi- 
lity pay including a 100 percent offset of the initial social security 
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primary insurance amount (PIA). No cost^-hvmg w^justmento 
(0Sl32) would be provided. When workers reach retirementflwe, 
the WT) would ceaJe, and benefits <^ t*^ "fj^ PSf2„!w 
beitin. The retirement benrfit would be based wi ^workers 
Siial ^r^ and years of service. P^jefted.fr^" «^ ^^^^^y 
ment to retirement age (mcludmg years of disability). 

S. Current civil serice retirement system 
Under the current CSRS, employees are eligible for disability re- 

tii^SSnt at any age if they.have c^^^^^^^i^ ?Ll^Z 
and are unable, because of disease or mjury, to Ijerfonn the duties 
S^tlSr sp^ic job. (See Appendix A for a detailed, description of 
?he disahSu^ pfovisions ofSie current civil service retirement 

^^Th^civil service retirement system disabUity annuity bw^ im- 
mediately after eligibility is established. The amount of the annu- 
ity ^J{j^J«;^J^S^=^^pu^ under the standaiti CSR3 retirement 

-tSTsiS^ler of 40 preent of the highf average salary, or the 
annuity that would have been paid if the employee had con- 
tinued working until age 60 at the same high-3 pay. 
After entitlement, disability annmties are fulfya^usted^ fo^^^^ 
nation. There are no additional benefits for dependents of disabled 
workers. 

I Replicating the current C nl Service Retirement System 

A new Federal pension grs^tem could be desifflied to replicate the 
benefits of the current CSlfe as closely aa Pf««blejn «nera^^ 
vteions would reflect current law, but would be modified to accom- 
SS^he effect of social security coverage Such a plan would 
SwS disability retirement benefits imm^tely when the appl^ 
St is unable to do his or her own work. The recipient would be 
reauired to apply for social security benefits^ for wTuch he would 
SiTonly if he were disabled for any work. The social ^ecuntv 
SS, tf SLyable, would begin sfter the five-month waiting penoa. 
S^d all s^ikl security benefite,^ includmg those for dependents, 
would be subtracted from the CSRS benefit. 

approach would minimize the differences between the cur- 
rent C^and the new Federal system. A replicated ^rstem would 
ea^to administer since many of the eligibility standards 
would be identical. In addition, a replicated system would minimize 
^y difficulty that might arise if workers in stoilar circumstances 
T^^y^ ly disabihty programs that have drfferent eligibility re- 
fluirements or provide substantially different benefits. 
^ To Xe extent the current «yBtem is replicated, however the^ 
svstem would diverge from private sector disability practice. Feder- 
fll Uws iSulating private pensions would not permit establishment 
Sf aT00^r(?ToSset of Srial security benefits (Privateemploy- 
ereareabfe to offset 100 percent of benefits prodded by LTD insur- 
anc^^l^ that are not Considered as part of the regular pension 

^^It^mav be difficult to justify the preservation of an occupational 
definSfon of dSity in a new system to whi^h social security has 
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been added. It may have been easier to justify paying individuals 
under a more liberal definition of disability when they were not 
covered by isocial security anyway, but there will prdimhly be more 
reluctance by the public under the new system to accept that an 
individual covered by social security disability but unable to qual- 
ify for its benefits can nevertheless receive full CSRS disability 
benefits. 

Replicating the current system would require keeping track of 
all social security benefits paid to the entire family, with a>nstant 
adjustments for differing cost-of-living increases, deductions for 
exce^ earnings from work, and changes in family composition—all 
difficult administrative tasks. 

C. DESIGN issues FDR DISABIUTY BENEFITS IN A NEW SYSTEM 

This section identifies and analyzes the important issues that 
have to be resolved in designing disability benefits for a new F^er- 
al retirement system. Analysis of these is»ues takes into account 
criteria against which a successful disability program should be 
judged. A Federal program providing disability benefits for its em- 
ployees should: 

—Promote the efficient use of employee resources; 

—Meet the needs of its workforce; 

—Minimize the resentment from longtime or new workers be- 
cause they participate in different systems, one of which 
may be perceived to be less attractive. 

1. Adequacy of benefits 

Disability and survivor benefits serve a somewhat different pur- 
pose than do retirement benefits; they provide insurance against 
unexpected events, whereas regular retirement benefits provide for 
an anticipated event. Civil service retirement benefits have tradi- 
tionallv resembli^ straight annuities, with benefit levels strictly 
related to years of service and earnings in the highest three consec- 
utive years. Such a computation will lead to verv low benefit levels 
for short-term workers who die or become disabled. Thus, current 
CSRS law provides minimum guarantees that yield lai^eer benefits 
than the regular formula. In this way the current CSRS somewhat 
parallels the socud goals of social security, which bases benefit 
levels on replacement of average career earnings lost at the time of 
retirement, disabilivy, or death rather than strictly reflecting the 
degree to which a person had contributed to the social security 
system. The CSRS minimum guarantees also are similar in conceit 
to the flat percentage replacement of earnings unJer LTD insur- 
ance policies used in the private sector. 

As described previously, many private sector employers provide " 
for disabili^ benefits as part of the pension plan rather than 
through LTD insurance. The benefits usually are a)mputed based 
on service up to the onset of disability, and thus the replacement 
rate of the pension benefit may be fairly^ low for short-term work- 
ers. Because Federal r^^lations allow a maximum of only 64 per- 
cent of social security benefits to be offset, however, the combina- 
tion of social security and a benefit from the jpension plan may be 
judged adequate (essentially because the social securitjf benefit for- 
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mula is weighted toward low-income workers and is structured to 
replace lost income). Nevertheless, in these sitimiUom^ the shor^^ 
thS term of employment, the lower the combmed scicial secunty 

""ia»"'ph1L1hical issue \tHe <legree to ^^which ge 
new CSfiS disability benefit structure should provide adequate 
b^nefite^ opposed to benefits closely related to workers semce or 
TO™nte mSSe to the retirement system In this context the cur- 
reJnj^tem ^tempts to do both by providing guarantees for short- 
term workers a^>d accrued benefits to long-term workers. 

However, the current CSRS's disability structure d^ 
er differences in employee characteristic or presumed need Both 
hkh and low-income workers receive the same replacement rate. 
wUh no additional benefits for dependents. Social 8^^"^? 
Sy benefits are heavUy weighted In favor of low-jwjd ^rkere an^^^ 
IKose with dependents, but they also are related, ^»«f^ha^ 
weakly, to the individual's earnings covered by the program. Fhe 
sISal Purity benefit formula thus reflects some measure of both 

tU forX short-term employee. This done by ^ntiafiy disr^ 
gaiding length of service in computing benefits and requmi^o^ly 
Kmal vesting time. It protects employees usually cons^ered the 
STiln?Se; youn/short-servfce workers who often have 
Sowing families, the lSd approach is sunple s^^^^^^^T^fJ 
CSf its concept is simple; a flat percentage of i»y is r^la^ 
a^^ually all other compensation is offset, usually by 100 per- 
St ^ is typical with iiiaurance arrangements, this appears to 

providfthe latest payoff to tho^ who ^"^tl^. ^"X^tLt Juld 
insured against. However, a capital accumulation plan that cou d 
^v the aoSunt balance upon determination of disability obviously 
^ould more gi^tly benelT 

Tdwjuacy elements of the LTD appr<»ch d^Iine if the typtcallM 
perint offset of social security is applied, because ^^ere ^ no redis- 
tribution of income and therefore no recognition of different re- 
plLceiTnt rates possibly needed by high- and ^ow-income empl^^^^^ 
^ A lower offseTcoupled with a lower rep^cement rate for the 
frb (to keep costs in line), would <*viate this obiection, although 
svS a pmSK m«f in the private sector when LTD insurance is 

the other harid, arrangements that strictly relate benefits to 
lerth of Sr^ce would proJade much lower benefits for short-term 
im^by^ ThS appro^h, if applied to a new Federal s>^m 
could follow the private sector practice of offsetting only prt of the 
S Security tilt, thus distributing relatively greater benefits to 
lower paid workers. 

^. l^evel of benefits 

Social adequacy, discussed abov^, refers to distribution of benefits 
ai^g h^h^ W low-paid, and long- and ?hor^term worker|. An- 
other aspect of benefit adequacy is the basic level of the CSRb ben- 
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efit itself Ideally, this level should be high enough to ensure an 
adequate standard of living, without being so generous that it dis- 
courages disabled workers from trjdng to reenter the work force* 
The currerit sjrstem has been criticised because its benefit levels 
are le^ generous than those provided by m an y private sector dis- 
ability plans combined with social security. LTu's typically provide 
replacement of 60 percent of predisability earnings; civil servants 
under the current system, on the other hand, can receive 60 per- 
cent of their high-3 only if they have 32 years or more of service. If 
a 60 percent replacement rate were guaranteed for long-term dis- 
ability (using the Mcial security definition of JtiAiiy and of&et 
by 100 percent of the &K)cial security disability S;iiefit), the cost of 
the provision would be L84 percent of payroiL It would be harder 
to Qualify for this disability retirement program, but those who 
qualify would receive high^ benefits. 

J> Minimum guarantees 

The current CSRS combines the flat percentage replacement fea- 
ture of, LTD insurance plans, which benefits short service workers, 
and a pension based on accrued or projected service, which pro- 
vides greater protection to long service workers. If this hybrid ar- 
rangement were superimposed on the new CSRS, it would increase 
the proportion of disability benefits calculated by using the mini- 
mum guarantees, because the lower accrual rates inherent in the 
new system would increase the amount of time needed before the 
accrued benefit would exceed the guafrantee. Fcr example, employ- 
ees in the xurrent system' with fewer than 22 years of service re- 
ceive higher benefits from the 40 pen^nt minimum. If the accrual 
rate under the new system we^ 1.5 percent per year, the actual 
accrued benefit would not exceed the minimum guarantee for 
almost 27 years. If the minimum guarantee replacement rate were 
set at 60 percent, about the level of a typical LTD insurance plan, 
the time for the actual accrual to exceed the guarantee would be 40 
years.^** However, if a high offset of social security were use^, like 
the 100 percent in LTD insurance planif, and a lowef offset were 
used for retirement benefits, actual total replacement rates for dis- 
ability beneficiaries would not necessarily be out of line when com- 
parea to retirement benefits for employees with medium to long 
service. 

Another approach would be to eliminate the minimum guaran- 
tees and rely totally on social security to provide adequate benefits 
for short-career workers. This approach would provide accrded l^n- 
efits only and would be ofiset by social security. This would lower 
coste from 2i? to 1.8 jpercent of pay^^ L would mov^ the CSRS 
toward individual equify, but could adversely affip<!x short-term 
workers, particularly iho&e with gaps in their socmfsecurity cover- 
age. 

If an LTD insurance-type scheme were ,a<(bpted, a minimum 
guarantee would be inherent because eve}:yone would receive a set 
percentage replacement of pay, ref?aipdless of length of service. 

If ihe current CSRS hybrid system were ^pted but 60 prnt'ent mibstltuted for the 4(1 per- 
cent minimum guarantee, it would rarely be,.^tu:abte. The other part of the minimum guaran' 
tee-- projwtion of service to age f4>~-woi^apfrfy beeauiie it would produce Jie lower benefit. 
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However minimum guarantees or fixed-rate replacement rates, 
wSrr^ STmputedisability benefit*^ sometimes Pr^u« f 
h& tenefit than will be payable '^h^" "jj;^^^^ 
tirement ace. One of the reasons part of the current Cbito mim 
m^m ^ranteTcalculates benefits by projecting service to age 60 
S tS^p1S?eS?^bility benefits from Wng higher than reUrement 
£nel?te for older, les^^han-full career workers A b^^^^^'^' 
th^e cSmoutation could be included in a new Federal system. For 
e™T "f^ LTO insurance-type arrangement were chosen, an 
SStive ^replacement of, say, 60 peroent of pay (or 
^rtfedbenefit if higher) would be to project service to the normal 
^SSemlSt ie S thus pay the benefit that would be payable 
ui^STretrreiSt^is has Se advantage of removmg the mcenUve 
SISek dSmty retirement by older, less-vnan-full career workers^ 
^fit av3 a sudden benefit decline upon conversion from dis- 
tbilitv to retirement. This dedme would occur because retirement 
£e<L are b^ on earnings from work that have been eroded by 

'iSch aH^*^'^^^^ however, is definitely djfdvantageous f^^ 
shoJ^tefm older workers. Because short-term older wo[kere ^not 
exoS^ disability benefit from previous employirtent, the oombina- 
UoK sSl seoirity and CSRS disabUity Wfits may be ?mal • 
Ther^ a^otheTobjeiions to this alternative computation First, if 
the^^S security^efinition of disability is applicable, it will be 
muchhard^than under current law to become eligible for disabil- 
?rritiSment Second, this issue has not altered the structure of 
^iS Su5?y ^fiS: Ever since early retirement benefits were 
Sered!^n7ndiWdual at age 62 has recefved 80,Pe^"\^f ,»^.s socia 
SrSv PIA, whereas a worker who aualifies for disabil ty at that 
^e jS^iv^ 100 F«rcent of PIA- Thii3, this situation exista in pn- 
?SteS?LTD insurance arrangements. Part of the reason con- 
^ereioTto a lower benefit at retirement age is not considered un- 
reJSmabl^ in the private sector is that the social sfcunty offsot is 
reSJ^v^or lowered (iisually from 100 to 50 percent'. Att^t pomv, 
other pensions to whicli the individual Is entitled become pay- 
able. 

4. Definition of disability 

The definition of disability is a most fundamental issue in the re- 
dS^ p?og?L The current CSRS defin^ 4i?»bJi^y,«l»"f£y 
tTSrm X worker's particular job. This is more liberal than 
^S Srity which judg^ a disability applicant's ability to per- 
form a^Tob^ (The administration of tlie current CSRS^howevei% 
hiL bS^tiKhtened somewhat in recent years; initml rejection rates 
hrve^^Am tw^to 15 Percent and only 17 — of r^^^^^ 
were disabled in FT 1982, compared to 26 percent in FY 1981.) Ihe 
rurrent^efmition could be extended to the new system; but this 
wouTd diverge frem private sector practice Private sector plans 
rvp^cally i^ the sociSl security definition, although short- and in- 
teSut^rm disability often are granted on the basis of the 

"rsS dffinfi"of SlHy" would affect Federal pei^nnel 
oracticS^ by requiring managment to deal with a category of 
S^thSJretSilly aWnt frem the Federal work force: the em- 
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ployee unable to do his own job efUcientl^ because of a disabling 
condition but who does not meet the social security definition of 
disability. Critics of the current CSRS have claimed that some Fed- 
eral managers, wishing to fire incompetent or unmotivated employ- 
ees, have retired them on disability rather than going through 
cumbersome Fedeml dismissal procedures. This practice would be 
curtailed under a new system with a stricter dennition of disabil* 
ity. To keep a partially disabled employee more or leas fully pro- 
ductivet job restructuring would have to be expandai and exp^* 
tious wa^ established to place the employee in a position where 
his condition did not imnair his abilitv to do the yjh. (The jdb pre- 
sumably would be at a lower grade, but perhaps saved-pay provi- 
sions could soften this loss of income.) 

A representative private sector plan initially would determine 
disability on an xrcupational definition and later (after about two 
years) would use the social securitjr definition. If this arrangement 
were incorporated into the new Federal system, employees would 
first exhaust sick leave and then would be entitled to an intermedin 
ate^term disabilitv benefit. This benefit would extend up to 24 
months and would pay 60 percent of the employee's pay. (The 
social security disability benefits the individual received during 
this period, if any, would be totally offset.) To receive benefits 
\ beyond two years, workers would have to meet the social security 
\ definition of disability. With social security disability benefits offset 
100 percent, as they would be under an LTI^type arrangement, 
such an option would cost 2.6 percent of payroll. 

A variation would continue to pay benefits after two years if an 
occupational definition of disability were met, but at a reduced 
mte. This variation would aid the partially disabled worker who 
cannot be placed in a government job. 

J. Treatment of social security benefits 

treatment of social security disability benefits affects both 
aspects of social adequao^: how the benefits are distributed and the 
levels of the CSRS benefits them£«lves. Most LTD plans offset 100 
percent of the social security disability benefit. If disability benefits 
are included in a pension plan in the private sector, however, the 
offset of social security must be 64 percent or less. Most States add 
the disability pension benefit to the social security benefit. 

Int^ation of social security with benefits from a new Federal 
retirement system affects the distribution of benefits along the 
income scale, not just for disability but for all types of benefits. A 
consisttent integration approach would use the same integration 
rules for all types of benefits in the retirement system. There are 
particular features of disability benefits, however, that suggest the 
idea of treating lisability integration differently from integration 
of the basic retirement benefits. For example, pne issue is whether 
the social security disability benefit should be prorated to the 
amount of time spent working for the Federal Government. Such 
apportionment makes sense in designing the int€«nration of social 
security and CSRS retirement benefits because otherwise workers 
with snort careers in the government would have their benefits re- 
duced. perha|» to zero, by a social security benefit whose value is 
mostly attributable to work outside the government. Also, workere 
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may acquire righte to more than one pension during the career and 
it seems inequitable to reduce each pension by a social security 
benefit that is based on the worker's entire career. Workers do not 
qualify for more than one disability pension, however, and by defi- 
nition, a completely disabled worker has less than a full career. In 
fact, his entire work history may consist of working for the govern- 
ment for as little as five years. There is little rationale for prorat- 
ing the social security benefit on a projected full career (assumed 
to be 40 years) because it could reward short-term workers at the 
expense of lonprivate sector 

TABLE 4 -6 -^PARtSON OF WSABIUTY BtNEFlTS FOS 5-YtAR AND 20 YEAR WORKERS 



^jsjbfy %70m $20,000 

40pen»rtgiB.irtee IS ttOO ' 

fldwwuofcrffsrt > 

WCS*ISDene« *8 

I«M eewfits (CS«S and sooat secenfy) »»' 

Under such proration, a young worker with five vears of service 
before becoming disabled would have only five-fortieths of his 
social security disability offset. His social security benefit would be 
approximately as large as that of a full-career disabled worker wjth 
the Siime average earnings because social security is designed to re- 
place lost income from work. Thus, if the five-year and a 'Zihyear 
worker both had the same average earnings (approximatmg a 
$20,0(H) "high-3"l, their social security benefit would be similar, 
perhaps even identical, at, say, $600 per month. Under a minimum 
guarantee approach their CSRS disability benefit, before offsetting 
for social security, would be the same. Under the 40 percent guar- 
antee, initial computation of the CSRS benefit would be $6(U).67 a 
month (high-:i of miOOV times 40 percent equals $8,000, divided by 
12 equals $666.«7). If the offset were prorated, the five year worker 
would receive a CSRS benefit of $591.(>7-$6(>6.07 minus $7r,.(K) 
(five-fortieths times $(»00> equals $59167— whereas the 20-year 
worker would receive $366.(;7~$6<)6.67 minus $;{(K).00 (twenty-for- 
tieths times $(KH).00) equals $:i66.67. , U J 

Nevertheless, the social security disability benefit can be based 
in part on work outside the government. A compromise position 
would be to apportion the amount of the career spent in govern- 
ment employment up to the time of onset of disability. Private 
sector LTD plans do not prorate, however; the entire social security 
benefit is subtracted from the benefit. 

The use of guarantees, or fiat rate replacement of income i\s 
under LTD plans, argues in favor of subtracting from C^RS disabil- 
ity benefits 100 percent of total social security disability benefits. 
The 100 percent offset avoids inequities and complications such as 
in the above example, and the guarantees and fiat-rate replac<^ 
ment plans can be considered generous enough to negate the need 
for the supplementation that occurs when a lower offset is used. If 
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redistribution of benefits to lower income workers i^ d^Bired, how- 
ever, the minimum guarantee or LTD insurance-type flat replace- 
ment rate could be lowered and combined with a less than 100 per- 
cent offaet of the social security benefit. With a 25 percent minr- 
mum guarantee, plus a 50 percent offiset, a $15,000 high*d worker 
would receive about $500,00 a year in CSRS benefits ($15,000 times 
25 percent equals $3,750, minus 50 percent of a social ^©curjity ben- 
efit of, say, $6,500, or $3,250, equals $500), A $40,000 high-3 worker 
would receive a CSRS benefit of $5,800 ($40,000 times 25 percent 
uals $10,(XK), minus 50 percent of a social security benefit of, say, 
,400), Combined social security and CSRS benefits would then ne- 
place a higher proportion of prc^lisability income for the lower paid 
worker ($6,500 in social security plus $500,00 in CSRS equafe 
$7,000, which is divided by $15,0(K) equals 47 percent) than for the 
higher paid worker ($8,400 plus $6,800 equals $14,200, which divid. 
ed by $40,000 equals 36 percent). 

An add-on arrangement similar to those used by many States 
would preserve the mlistributive tilt of social security. Because if 
costs are held constant the accrual rate in an addH>n plan is inher- 
ently lower than in an offset plan, guarantees set at the level of 
those contained in current law would almost always be higher than 
actual accrued beneHts, These, combined with social security pay- 
ments, would make disability benefit replacement rates very high, 
as would LTD insurance-type armngements. Lower or no guaran- 
tees could resolve this problem. If minimum guarantees or LTI> 
type benefits were applicable, the disability benefit could treat 
social security differently from the rest of the pension scheme by 
offsetting the social security benefit, prdt)ably oy 100 perwnt. A 
new CSRS design fcf disability benefits featuring an add-on benefit 
structure with tM current occupational definition of disability, no 
minimum guar^tees and no offset of social security benefits, 
would cost M2 percent of payroll. 

The amount of social security to be offset also raises the issue of 
whether to include social security dependent benefits. Private 
sector plans usually offset the PIA alone not only for administra^ 
tive convenience but also in recognition that families need more 
benefits than single individuals. As mentioned before, replication of 
the current CSRS would require offsetting dependents' social secu- 
rity benefits as well 

6', Disability provided outside the retirement system 

If LTD insurance is chosen as a model for pr< meeting workers 
from disability under the new CSRS, the method the private sector 
uses to finance LTD insurance may be considered also. Employers 
typically purchase f.TD insurance for employees from private in- 
surance companies. They also usually bear the cost (according to 
Hay-Huggins, 64 percent of LTD plans are {^id for by the employ- 
er, 14 percent by employees, and in 22 percent of the LTD arrange- 
ments the costs are shared). The costs of providin^r LTD insurance 
coverage is not included in the cost of the pension pian. 

If LTD insurance for Federal employees were adopted, its co&t 
should be considered imrt of the overall cost of the new CSRS. This 
is obvious if it is provided by the government as employer. If the 
CMt is borne or snared by employees, their contribution would be 
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sector arrangements. The waiting period is intended to ensure that 
a claim is valid before long-term benefits are paid. In the mean- 
time, benefits are provided by sickness and accident insurance. If 
the benefits payable under intermediate-term protection were 
greater than those under permanent disability, a mandatory wait- 
ing period would be to the advantage of employees. 

An objection to providing intermediate protection is the possibili- 
ty that employee who are seriously disabled and planning to retire 
might try to extend their stay on intermediate disability in order 
to receive its higher benefits. This would hinder Federal managers 
in replacing these employees. Management safeguards against such 
''gaming" of the system may be difficult to develop, A way to avoid 
such problems would be to make intermediate- and long-term dis- 
ability benefit levels identical. 

When should employees become eligible for protection against 
disability under the new CSRS? The current system's five-year re- 
quirement is similar to social security's recency-of-work require- 
nient (except for young workers), is less stringent than most pri- 
vate pension arrangements, but is stricter than that provided by 
LTD insurance. The current CSRS arrangement does not pay bene- 
fits to workers with less than five years of service. Social security 
provides insured status to young workers (th«s>e under age 31) with 
as little as 6 quarters of coverage credit, which theoretically could 
be earned in a minimum of two days of employment. Among cur- 
rent practices, the LTD insurance arrangement, whereby an em- 
ployee usually becomes eligible in less than one year, clearly pro- 
vides the best protection against disability for new employees, 

S. Projec ted service age 

Currently one part of the guaranteed minimum provision in the 
CSRS computes years ot service by determining what the annuity 
would have been if the employee had continued working until age 
(50 at the same high'3 pay. Such projection of service is common in 
private sector practices, but the age to which the service is project- 
ed is usually the normal '-etirement age--the earliest age at which 
full retirement benefits ute paid. Age 60 is used in the current 
C^RS system because after that point the disability minimum 
guarantee would often provide a higher benefit than the retire- 
ment benefit; that is, if the projected age were higher, there would 
be incentive for individuals eligible for retirement after age (K) (i e,, 
they have at least 20 years' service) to seek disability retirement 
because the minimum guarantee could produce a higher benefit, 

A logical treatment in the new CSRS would be to project service 
to the retirement age considered ''normal," Choices would be age 
62, when social security retirement benefits are ti.rst available, or 
the normal retirement age in social security (currently age 65 but 
due to rise gradually to age 67 in the first pait of the next cen- 
truy). On the other hand, if the new CSRS wi re to designate a dif- 
ferent age at which unreduced! beneftis were first available, that 
probably should be deemed the normal retirement age and be used 
as the age to which service is projtHrtecI. 
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ff. Indexation of benefits 

A clear dilTerence bi-twcen the current CSRS and the vast major- 
ity of private pension plans is the way benefits are adjusted to com- 
{)ensate tor iiicrejises in the cost of living. As mentioned before, 
C'SRS benefits are fully compensiited for inflation. Virlaally all pri- 
vate st'Ctor pension arrangements arc not, relying instead on ad 
h<H increase's that are usually significantly less than the inflation 
rale. Erosion of benefits by inflation is countered in part, however, 
by s<K.-iat security CX)LAs. Protection Ls enhanced to the extent that 
LTD and pt«nsion plans offset the initial social security benefit 
only without regard to later social security COLAs. 

If CSKS disiibilitv l)enefit5 are to be treatt>d like disability bene- 
fits in the private se^'tor, then benefit increases will not be fully 
adjusttsi for inflation. If benefit increases were half the yearly in- 
crease in the Consumer Price Index (CPIi, the cost of providmg dis- 
ability iH'nefits under the current occupational definition would de- 
crease by <» jiercent of payroll. If the more rigid social security 
definition of disability were used, as described under "Definition of 
Disabihty <see page 2i)H), costs would dt>crease by 0.1 percent of 

^''A'^crucial aspt'Ct of inflation protection for disability beiiefici- 
aries, however, is that some may be on the rolls for decades if dis- 
abletl while young. A less than full COLA would permit a major 
erosion of their benefits over time if inflation were significant. 

U'dis ibilitv iH'iu'llts are indexed, conversion from disability to re- 
tirement l)enefits upon attainment of retirement age would often 
produce a sharp drop in benefits because the retirement benefit 
would be based on earnings that have decreased in value over the 
vears. This drop would be partially rtnluced if the offset of social 
security benefits were lowered at retirement. (When converting 
fnun a LTO plan to a retirement benefit a pri.ate sector plan typi- 
calU drops the offset from 1<K) to -A)- percent.) Oru way to solve this 
problem is to index the worker's earnings to wage growth, as is 
done in social security (This practice is viturally non-existent in 
the pr ivaie sector.' 

!(}. lit'hiilnliiatioti servircs 

In Ihf private .sect<;: some LTD plans have provisions that are 
intended to encourage the disabled individual to return to work^ 
Kehabilitation provisions tvpicaily state that partial benefits will 
continue when the recovery t)f an employee would be hastened by 
his i»r her return to part-time or other rehabilitative employment 
Often the I/fH benefit otherwise payable is adjusted so that the 
total income from all sources (including the rehabilitative ^nnploy- 
menti. does not exceed a certain proportion "e.g.. M) |X'rcenti of the 
emplovee's previous salary. 

Rfhabilitation services are obtained through several different ar- 
rangements, and the Federal-State Rehabilitation Program in 
every State offers some services Some insurance companies also 
have rehaoilitation programs and staffs, or they subcontract reha- 
bilitation cas<^',s to private firms. .... . 

The current CSRS neither requires nor provides lor rehabilita- 
tion services Critics contend that this omission weakens the social- 
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ly desirable goal of returning disiibled but potentially functional 
workers to the workplace, A problem with the current system, how- 
ever, is that when a worker has medically recovered and seeks re- 
employment, there is no guarantee that he will be hired, so there 
may be no real payoff if rehabilitation efforfcs are successful and 
enable more employees to able to return to government work. 
Other action may be necessary to grant these workers reemploy- 
ment, such as counting them against their former agency's person- 
nel ceilings if a good faith effort to rehire them is not undertaken. 
Social security requires that disabled persons applying for a de- 
termination of disability must be promptly referred to State voca- 
tional rehabilitation agencies for rehabilitation services. The Social 
Security Act provides for withholding of benefits for refusiil, with- 
out good cause, to accept rehabilitation services. Therefore, stipu- 
lating that the soinal security definition of disability must be met 
automatically ensures that vocational rehabilitation will be rc^ 
quired. 

ir cosir OF VARIOUS options 

The backdrop plans used in this study included disability retire- 
ment schemes like that of the current C^RS, with any social securi- 
ty disability l>enefit offset 100 percent. The cost of the disability re- 
tirement plan in the backd^^op was 2.6 percent of payroll. Table 4-7 
shows differences in costs, expressed as a percentage of payroll, if 
the options described previously are adopted. 

Table 4-7 — of Design Options for Disability Benefits, etc 



[DifTenpnoe tri cost 'percenl <yf peyroHl] 

1 R<'p.icate current (^SRS disability provisions and benefitfi with social secu- 
rity olTset KM) percent \ 0.0 

'1 Similar to option 1, but provide only accrued benefits < O S 

Provide pt»rcetit of predisabiHty earning once paid sick leave if ex- 
hausted, payable after six months only if tne social security definition is 

met, lesh 100 percent of the social security disability FIA. 0.7 

4. As *.\ above, but provide higher of 40 percent of predisability earnings or 

accrued benefit I .H 

r?. Provide f>0 percent of predisability earnings once paid sick leave is ex- 
haustc*d, for 24 months if an occupational definition is mei and after 24 
months only if the social security Jefinition is met, minu£i 100 percent of 

social security PIA 0.0 

^y. Provide sickness and accident protection for up to six months at 60 per- 
cent of pay * 0. 1 

7. Provide one-half COLAs using the current CSRS disability, provisions and 
benefits 0.3 

^. Provide or.ehalf COLAs under option 4 above 1.9 



E. CONCLUSION 

Designing disability benefits for a new ^^ede^ai retirement 
system presents many issues. The disparities among current prac- 
^tices in the public and private sectors open a wide range of choices. 

Moreover, because disability may strike at any time in a work 
career, differences in disability retirement systems will be more 
readily apparent to old and new workers than will differences in 
retirement benefits. The difficulty of having workers side by side 
under different systems is inherent in all aspects of designin^^ a 
new system, but at least the vast majority of new Federal hires will 
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not retire for many years. Disability and survivor benefits under, 
the new system will probably begin to be paid shortly aft^r imple- 
mentation, and the perceived advant^es of one system over an- 
other may lead to resentment. Compounding this problem js the 
probable implementation of different short- and long-term sick 
leave arrangements, because they could affect a large portion of 
the workforce • /ithin a relatively short time. 

The choices involve trade-offs. When the current CSKb disability 
retirement system is compared to other practices in the private 
sector, it is apparent that one of the most important trade-offs is 
the provision for larger benefits, with stricter eligibility require- 
ments. 

IV. i)esign Issues for Survivor Benekits 

A. INTRODUCTION 

Social security coverage of Federal employees automatically enti- 
tles dependents of retired and decea^ Federal workers to social 
security survivor and family benefits. Therefore, survivor and 
family Ixinefits provided under a new pension plan for Federal 
workers should be designed to take account of benefits available 
from social security. This "section presents the issues to be ad- 
dressed in designing a survivor benefit plan for Federal v/orkers 
with social security coverage. Omparisons are made with survivor 
benefits available under typical private pension plans and with 
benefits available to the survivors of workers who will continue to 
be covered under the current CSRS. 
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B. COMPARISON OF 8K>USR AND SURVIVOR COVERAGE UNDER THE 
CURRENT SOCIAL SKTURITY AND PRIVATE PKNSION^ 

Current Federal employees earn survivor benefite only from the ^ 
current GSRS, since workers hired for permanent Federal petitions 
before January 1, 1984, do not accrue social security coverage for 
their government service. Federal workers hired after that date 
will be eligible for benefite much like those workers in the private 
sector who have both social security and pension coverage,** 

Table 4-8 compares spouse and survivor coverage available to 
new Federal workers from social security with coverage under the 
current CSRS alone- It also dmrribes typical benefits available to 
private sector employees covered by a pension plan. 



Fifty-four pf'r«'nt of full-time wage and salary workers employed in the prrvate sector do 
not part»cip«t** in a pension synttrn, and. therefore, social security benefUj* are the only survivor 
benefits available to them 
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3. tmm — 2r 



2. SpoMO'* bMofic i« ^yobU if 
««• |2 or o¥*r oimI iMd booa iMirsio4 
to workor for ot looot 10 yMV. rh« 
Morkov fluoc bo «C loooc ofO itmmtit 
it oor ovb}o<rc (o fo»it^ «MiNiM)( anec 
bo tMMorriod ot Cbo tim of firec oli-- 
gibility for ^oooficf. b/ 



|. riM AdoioloccMoro mot 
eo^y «icli Stoto ordor* 
ro^rlQI ctuit s pofcioo^f o 

o forvor • fonw < > 



18b 



J. 



«( 2. 



ERIC 



BEST GUPY 



4. SfOwM of 4»c««»«d 
wtifewmmmt. 



• full MHnrivMT w w ii l ty aad tMet* 

t wf lt or IcM tJM0 • fall hM#* 
fit; m fvm^m mmt eawtiit (tlf^cti^ 

bf cJiiff4 party* 

• If MMMiicaat «MM BMrri*4 
cIm af r«tir««Miic bt>c iU oat 
•l«<t • •^nriror fr^atfit •t'"cKtl 

vivor b«iMfit for • •yfr««<«M«c 
•poa9« ificiiio tm fSMra 9f rr* 

o t«4lM«cio<i fanMU f9f proviaioa 
of C»U •orvivor »#««f(c; 

— 1,^1 of fifac 13,600 p«r r«ar, 

— lot of «iitmiC)r akoir« |3,400. 



9ro^M« •ttrvivor coM^iciMM 
for tfUfibitUy; ^ 

o Af* 60 or ov«r, or «§• $0 to 60 
Md covtpSccoty or mvf 

litfo iff curiag for cHikl («tod«r 
i«« id 9v 4it^\md) tff 4«co«o#4 
«»rli«r, Mirri«4 to 4#c««««4 
^prttor «c t«^c 9 vootlMi (ocnm 
oxcoptiowi)* m4 i« iMMMrriotf, 
tfolrro roiwrriofo occ«rr«4 #fcor 
60, 



1 

4(o), 890«MM #«r¥ivor con* 
4icioao for «lif i^&iicy; 

o Mmic ^ d««ifa«co4 CIM 

feKmfi€i«ry of tbm Mirvi- 
vor b«oo(ic pl«a. 

o AMMiicMt MKoMUicotljr 
co««r«4 <MMlor • 50 p«r<MC 

looo M ol^ccf in tnrlcioi 
ta provi^ M Mirvivov bMi** 
ofic or M oltoriMCi^o plwi, 
lfricc«o« oM*riM4 o yo o< > 
coMMi t»-4aiv«r of »«n»4- 
vor bcaof&co io r#^iro4 
(offoccivo 

»> o^ N H ^ Mrtlod CO 
p«rtii!ipfuit f^r «c l«««c OB* 
CMMT fMMT b«for« ttm MrU«r 
of or cM #uir€iai 

4«c« of thm mmmity* 

9 Oiteor «€Ctt«ri«tlir ofttivo* 

loMC l^«1l«f&C ^l4MI0 ofCO« 



4(b), Survivor ft4Ki«fic coiip«tocioa: 



4(6) , 9«nrivor 6M«f it ctfi^cocioa; 



4(b)* furriror M«i«fi( 
coi^MC6t)o«; 




BEST CG?y 



18G 



5)t pf liU mmiUy Car b#*# 



V' 



Svrvim^ mmitf 4i9Contimtm4 it 

$5; wt»rm4 it c««mt&««' 
is d^ih/diworcm »ad it 

vivor b«««f it er«i •^Kfcw rmtxtm- 

MlwAia^ Military 9ttrriww' b***' 
tit It tmd it m^f Im^ witMr*^ 
ttom ttm ivad i# r«R«U. 



4iciMM t9t wligibilitfi 

co«wri«« wietiitt a rm0xm ot ••r- 

•iMc* eta m — Mr Ug 4«i« ^ 



If •poc»M i« 6>; r#4MC«4 for 

•MOM i» c«rio» chiU <»»4«r 
U6 Of ii»Ablo<) of 4o<«»»o<i wk- 
•r, Wnofie i» «C *«c»ooo4 



5. fifOMPO •arviifor bono! ita-'-coa^ 
aitioo* for mli$i^%litf' 



lO^imm of 50 p«rco«t •t 
th9 «oitoitMC'« «cc«»«ri«lir 
r«4uc«4 owMicr* «ol«»« oo 
•UcciMtivc ploo •iocccd. 



Hioi«w» Moofit of o >0 pot- 
cont )oiot>Md-«ttrv>vor «•> 
oot b€ 4%«cooctfioo4 if oor' 
vtvor tooioftio*^ #0 oUor" 



SpotMO •Mfvivof booofilo — 
coodicioofl £of 9\i$it%iitf: 

tfo proTi#io«> for oloctioo 
of « cpooM •orvivor ^oofll 
otoos rwMrriof* occoro oft«r 

fOCif««IOOt# 




BEST COPY 



tccirMMC i« Mtitl*^ to ittrivpt 
ctkmt •arrWor b«o«lic Co •fcUh b« ot 
(Mclw^iai vilit«ry r«t.t«- 



41^ Miy b« rMi*vft^ «p«a 4mMt*' 
or 4iTocc« of •n6##^^t Muritfr. 
HoNttvor, prigiiMil •unrivor oMiCy 
U rMC9r«4 wily if oor^iw •Imcf 
thi0 omicy iMt««rf of oaockor CSM 
Mirvivor 4M»ity or #«fvi**r 
iwicy f raw MMKH^r r^Ci y ow inf 
oy#M foe f«d#y«Jl *i^ lur "'> 

vivor k«wifiC«) 4Md if offf JLi^ 
0m vitlMlraiMi froM tfao f«ad U 



ERIC 



i>i.oT Gopy 



oscopt 



MMTtCUtf 



CX¥IL SAKVICE KKTlKEMOfT 



SOCIAL SSCUAXTY 



ctf««r«4 worker irtio 

for • rcciroMac hmmtiz* 



co«(rl»MCi<MMr Bovver, Mirvi- 

H«i^'« 4#f«rr«4 Mimiitf • i^*" 
cur* of bi« coacribHClMM* 



of COW4i«« to bk tot 



6. BMsfiCA ^)f«61« ca 
•urviror of « «mc«4 woriuir 
4yjltig before rmii i M — in c^ b«C 
OMtf noc b« p>ia4 mtil 44r* 
C4MM«d tfOttld tiiiv« tmmihmd 
Mrir rocirmnc a«Or 



S|MHt#o of • <Uco<Mei4 
»ofogo rodcomoc* 



;(»)# ^pomm oiicirlror of owplor- 

wtK> dlM teforo rocironoAC— 
CQiulicioQ* for ollfibiH^r* 

o 8p«H«M BMoc IM^ b««4> M*rrrU4 to 
Mipior«« ^or o« XoMt 9 mcto 
iMNKilotftly b»foro lioot^ «ml«#o 

44Mth MM «GCl^C4d^ 

7(b>. Smrviror frooofic co^totitm; 

9 Sarvivor i« <or 53t of 

edfloyoo M»til<l h«v# received b«d 
b« rfcir«4 «c cbo tim of 

bis a««cb, no tMi) tM 

MMllor of: 

22i of mploTOo'f 
cvornfo fcf r or 



7(o). SfWWM •an'lvor t>«o«flt#— 
cof><ticiofio for aXigifriliCff 



o $0 



«• 6* 



7(b). Survivor b«Mf»C cQcmpvCitiOB: 
p 54«t 4(b). 



Id J 



7(«>, 9poti«« •MTTivor 
ficr-*c<HMiitiCKi« for 

o Miorluir MtMiUf omoc hmw€ l»#oo 
¥)Mc«<l; l»o«»«fiCo 00c roq^arod 
CO bo «MCii tb« docowNid 

•Dttld iMvo boos Clio 4Nirii«#c 
roiir«MOC ^ «poclfi«4 ^ 

7(0), Sunrivor booofit co«ipot*tio«» 

o Ao tomticf i« ca«poC«0 ii it** 
<(o<«oo«o OM r«Cir#rf fAo d^if 
fof dooti) oo^ «U<C04l • M» S 
joittt-««d~our»ivor plM; oorlj ro** 
cirmnt fod«MCtoo ooy 
b« «ppUo<S. If ««iployo« itifO* CO 
r«cirM0t«»&, ctM co«c of tliio pro- 
cocci ott s«y b« cborgod «M»o#c 
Che rocir«c90«t immsuy* 



BiiiST COPY 



r«((r««; r«tir«« 



lMif« Mm if CM ^ 
ciM*<l •-•til 60 •! tM 

il^l mrii« MUry, 

ni« «<M»icy i« (#r»iMC<M it (M 

r*«(ov«tf if Mfrri««« ««»^ ^'^^ 

Ot IM»4 if CO 

fHKlMir cm ffOMiicy or * 

•nrvtvvr #Mwiir ^^"^ •••CMr 

M»rvivor »M«fit«), mM if «9r 
•M witMrMB fw tM »• 



MitUoUy AvoiUbto to Ofljf 4lTprco4 
opo^o ro««rtflii«o of oMcMf fMy 
Mit« tfivoccotf Mioro or olUr roflro- 
WMC, oltM^fH it •ojf M rrorlM for 
tUtp¥^ • coort ortfor lo««o4 ptipw t«* 
fottro—t or ot fbo tt«o of dtwc*, 
or «ojr M pro^4o4 for ««l«ic«r«lr i^r 
tM rotftroo ot tbo tim fotlro«io»t 
or oitMo two fooro olfor tM Mrriof* 
•o^ In 4i¥orc«^ (Hotrooctlro bMO- 
fito rrovl4o4 for « oomII cUm ol 
4irorc«4 ppo po oa*) 



Soar •» Cft6S, ciicapC 



8^ f««rvlrar bcooflt* oroiUMo 
• aioorcod oponoo o^ tM •fK>no« 
!• m§» 60 or ovor. Of ofo V> or 
49vor oo4 co«fiio(ol)r SUmifM* Spo««o« 
Mt b«oo foorrlo4 to oorkor ot 

looot 10 fioro, tmS Mt M 
•ofrlotf ooloo* roMrrio4 oftor 0(|o 
fof firot olifi^itftty for Moofit. 
Aloo *otitlo4 to •orviror boooflto 
ot tmf if coriof foi bU or ho 
#«4 CM oorkor'* cbiU (oo4tfr ofo 
S» o^ dio«frlo4), lo cooo 10-- 

yoor dorotioo of porri^ ro^««iro- 
MiK 4000 wot wlT" if 



8, A do««»tic r«l«tlao# 
ord^r My t«oofit» 
to A forwur «pouo« th« 
ordor r«<Jwlr« 
ch« pl«n to provide in- 
cr«tf»«4 bonofiff «» 
centtloo4 on tho b««l» 
of <ic£a«rl4l v»luo. 



Kf o i^ouoo oorvioer booof it U 
proviM to MTO tboM ooo porooo» 
tfw toiol ffoooo •orrivfr booof 1 to 
P0%4 coooot oscood 55 ftfooaC of 
tbo rotltvo'o ow o oi tyf 

A foraor opoooo or o eorroot opotfoo 
poy bo oom4 o« 'ioowrobto iotaroot' 
ood tbo rotlroo toboo o ro^od o*- 
tmitf to prorido oa looitroblo iotor* 
•ot OMMitf« Tbo iMorobU iMoroot 
M^lo^vo onvotry rodoctioo forttolo t«i 

kOK ood 



booof ito—OM (*b), «»cop« 
oot oobjoct CO fo»ilr •o»lm« 
pro^ioioAOf 



^ 9t for oocb ftai S jRfcoro 
tbo ooMd ioditridool io 
iMo doco o oo d otm^itoot* 



oot to oscood o 40% ro4«ctioo. 




ISO 



4- 



CIVIL iMUVlCS iKTIttftflfT 



if pEO¥ldi^ lor is • etmvt ord«r 
b*ror« tftfath. 



(9 tM ifluuifvJ far «4«rvtv«r« mcIaI 



I0« 0l«a(c«4 MfMOM a< 
<toC4M##4 r#(lr««i r«lir«# 



to. iNNNPfii #««fl«»U tmmmti'' 
c«tlf CO fcrmr apoiMtt^ alc^vv^k 
•fMNiit^ U it 9%pf—tf pf9vi4«d 

for ftn 0 cptfn •t^or, mi4 tk* r«Cir«« 
teoli 0 rvtHMtf •rmrtty. II • com ft 

fiff t9 # fofwr »fo«m» • rmmrtim4 
r«clr«« Mif 4NM* • c9fT9nt » po — » ^ 
'ftMwva^U i«t»ra«f'* tfa^ f^ m «H 
dUlp#«l ro^tiM to f«ovl4o CksC 



10. A Joacftic ralACiofi« of4«r 
tfpou«« it th# ord«r 4o«9 rvoe 
crcavod boiaofica m dacoraiaod 



lf» 9kf •pvi.'itUalljr 4«»i«n«<| b«oo- 



Mia)* 9««9«tU» CO cHltdraii at 
a r«Cirao^coa4i(l«Ma far ailgi^ 



/ 



11. (;««i«raiiy, «H> ctiiid •4*r'' 
vlvo« ik^MMlUa jro av#ii#bl«« 
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s 



/ 



19 if fall-CiM «C<t«MC U 

child mi9t >9 •mmrrimd, 
ilU). GkiU tunfiv^r MiMfiC 



12. aiil4r«fi of c 



12(c)* OiiUrM MMC W wMITi04, 
vMlor «g# t8 «fiU«« i» cchoot, fora 
tNidor i^o 21; or nnot ^ iocny ^ bU 
of »«lf^«*9fore. 

« ff 4#eo«o«d MHHii(«#t M« MftTviv 
iAf »yo M O», OAcli child $$t^ eh* 

MMtl««t Ofj 

I 1 

^ MX of tiM ^tmtmo ^ of Ml** 
MiCOBt , mmft of 

cUiUr^, or ), 

92, m (ilMOJI^d MfHMMlUy to 

en* Coo#«aor Prlco lodox (CPI) ) , 
or J 

99, m Ci«4md ooMMlly to 
tl (Vl), diviM l»r tiM 
ftor of e»iUr«s« 

ChiU ovrvi^ >Mofit 

C0i|^tOCiOOt 

o If tbo do€0O0«4 oiMoitoRt boo no 
oorvii^iAI upotMW otififrU for o 
cpouao •urvivor o nnii ity , oocli 
ehiU t«t* f^ MoHotC of; 



Of ilU). 



I2(k), Child onrifivor booofit 
co«9'^totioo: 

o 9«nt 00 U(h), 03(coyt booofit io 
7$2 of «Drhor*« booofit* 



l2(o). CoooroUf, oo ch%i4 
o^rviror booofit* oro ovoil* 
Ohio, 



ERLC 
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1 OKjri 



%2, OiiUrm at 



75t 9f th§ mr«f« iNQF of 
tbo CPX)f or 



U. i3iiUr«fl of 60C9»9m4 
9mpltff— tdip (Si«<l ^<9ro 
rotArMnmt* 



(W tlM 4MU of • 9«rvivi«« 
•ffvifMCiofi of ■» aMmUf to 
« eHild, MHwicioo of othor eteil* 
4r«« •ro r»co«^«d oo if opoiMo 
or ch£W Im4 ftot #«r»iT«4 tbo Mplofoo 
or omwitost* 

o A chili ♦jKoo4Ui tti* 

for €%il4 •wviwr fcwiofito «ty bo 
ojM^ 00 #0 i'^ii^oblo Ut«ro«C 

UOR S). 

urn b«iofUo of 40C0OOO4 

|h»c«; 8fo« Cbo of 0 MlTTivittf 

•pooo« Of ton^«<itio»» of oo •i^oity to 
« chiU, tl- of 9thmt chii- 

4r«a oro rocanfi'tod m if tbo >po<* *^ 
or child tio<» «ot o«nFi««4 tho •■(^lofoo 
or A^ww leant. 



00 



IJ. 00 12- ««rfcor moc 

•«r«otf oooa«t» ^^^rtoro of covorofo 
to U ii»#»ro^ for oo^id^ oociwitf 
«tirrivor» b«ciofit«. 



«ivor bMMfico oro ov«ilo^U. 



ERLC 



14. 



1*. It fmdmtmi m^lof^m di««: 
— with 19 MOti(h« 

with no MMTvivor wbo 
1^ •lifl^l* f9r • Mcrivor 
or 



if Ml MMvitMi vichoMC 
ttariof r9C«i¥«d is onmiicU* 
CW f»ll «MM»( af hi« cMCri- 

klClMM^ Cb«« «$y MWWOC of 

tlio C9iKrl^tioiio «o4« into 

o«tt oo M mmitj oImU 
IM pJiid to Chft ^rOO« or per** 
#000 if> Cho foil Offing ordOY: 

yirot » Co ttw iMMofifiiory of 
^o««Fici«ri«« <Moifo«co4 fry CIM 
o^ployoo cr Mos^ in • «it|p)o4 
iriC8«o0o4 tnrUiotf rooifvod 
in OfM boforo liio 4oo£]i. 'IW 
this pcrpooo^ o dooisooclott, 
cbOAfo or CMCollocicm of bomr^ 
ficiory i« « trill or otbor docu- 
■oat not fo ojwcsc^ «od filo4 
hm^ oo forco or offo<c. 

Sfomi p to cIm widow or vi*' 
TovoFof Cbo «ffpl07«« or fttiwti ■ i 

Thirds CO tiM child or chil^ 
dr«« of tbo onplofoo or IMMr 
or doicoadooto of docodood cbiW 
4ro« ^ rofroooaCoeioB. 



14. 915% ^id to (O tpocioo UYi«i 
wiet^ iwriuir d€ Ci«« of dooch, or 
(2V«p(W0o olififrU for vidowUr)'* 
b«al»fic« if> aotiCli of dooih («k1u- 
4iQC dirorcod •poood(«))» or 
(J) cbiUron vte or« oUgiblo for 
fronof i€« in •oath of do«(h. 



14. fuM mtmtimu 

it docoMod ttorttor or rotiroo 

wM if ^Ufifrlo to oloct o^irvtvor 

Cov«r«0d or bod voivod coirorogo. 

All cootrihatory pluoo oloo r«- 

turn cbo ««plOf««'» coatribM- 

Ciooo, 



ERIC 



19 i BEbT OUFY 



I 



imricuKt 



80CXAL ssciamrr 



19. ••MCicUri#« oi iay 
Mi|»«U •ccriMM •wwity. 



r<<trtfc » to th* p«mfft9 

«iplo9«« « NiiiMr 9f to tU mtt- 

vi¥or of f«T««t», 

fi<th > to tM Mf #pfoiBtW 
•sM^tor or 4pAilBittm9r of tb« 
•ototo of tiMi tmloy— or MMter. 

SUtH. to 9meh 9th*f oofrt-of- 
inr?f tlM m^l^f^ or NWiUr 
OfM d«C«nii«#i to ^ oocivlod 
ttout tbo iMfO if tM 4o^«iU 
of tiM o^lOfM or MM*«r ott tHo 
««to of toii ^tth. 



15, Any oMit^ occrwod «i4 itof«i3 
on ttM dooU of • oorviror io to M 

» UUl' 

•Moiotroior of »f 
tiM oarviwr #««»it«it, 

o <oco»4 , oftor JO »'wr 

tiM 6msth of tlio ottrriTwr mni' 
tOAt, to (IM «««t-^f^io of tbo 
o^i¥or •• Cfn *«tor«i»oo to bo 
ootitlod maUr tho Xmh^ of tho 
4o«icit« of tU M^ir^t tamai^ 
tMt o« t^ 4«to of liit 4ootli* 



15* 1^ prorioioo for r«t«ro of 
ftociot »#c«rity tojioo poW thcuU 
tboro >o 90 W»ofiti to o 

«orMr or ••rrivori. 



15, to tt>o oitoto of t^o 

4«cooo#4 or ooPMd MmficUry, 
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17, Cc«odcniUr«« 



16 r Far«oc «f« of 62 or er«r frtw 
froa Cite wott4t S2.5X of 

•«cll S«t« 75S of Cite FU, 



17, A gr^^hild lUiag tricb, 4»d 
r«c«iviMg mw*^if mipport from, 
th9 mt%0t, b«far« Ite r«cir«4, 
cmte di««blM( or i* «Xigi»U 
for cHiU'o Utmfif, 



16, C«iMr«ll)F, b«o«fi(« CO 
d«p«ite«oc F«<^«i»c« ^ro not 

proriicd* 



17« C«iter«llf, b«a«fsc« Co 
gr«tec(iildr«ii or* 90C ^y«M«, 



00 



•/ (7»4«r flktei*! Soctiricy proviiioA*, «ny rftcipicAt: midor «a« 70 i» ttttejvcc Co «fl c«raioc« e««t* 
BooofTcf «r« rod«4«l ^ 90S of «U tfAroiiis* &a oscooo Qf-*U 19a6'--95»16Q par feor (if tmdor 6)) 
or H^f60 65 Cltt^owg!^ ««« 69), 

b/ Tlte §pou»m*» ttettef it {• ro^«4 by: Ctte tmovat of ioy tocUl ••cwricy Co vHicfr eh* ApooM !• 
onCicTo^^ b4M«4 oo ^o«««'« MmiBg«; :i/3 of Apy fov>»nnwnc p^xioo 4mti^ ttom bi« or Iter o«n «orii 
not cov«r*4 by •ocUl noeoricy; &%, it us4or «§• 70, ••rttiflf* fran «orfc boyootf m oMHpc «moc* 



erIc 
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/. Basic survivor coverage 

As table 4-8 shows, social security, the current CSRS and private 
pensions all provide survivor benefits to the spouses of deceased re- 
tirees. In addition, all three systems pay benefits to survivors of 
workers who die before retirement, although the eligibility criteria 
for preretirement death benefits are quite different among these 
three systems. For most private sector workers, social security pro^ 
vides the fundamental survivor protection. However, private pen- 
5^ sions often provide benefits in addition to social security. These 
2 plans are usually explicitly integrated, with the pension formula 
4 taking social security into account. 

> t'. Social security compared with the current CSRS and private pen- 
^ sions 

Social security, private pensions and the current CfeRS were de- 
s gned to meet difTerent objectives, and therefore they provide 
„ somewhat different spouse and survivor coverage. 
♦ Table 4-9 summarizes the categories of dependents and survivors 
for whom the current CSRS and most private pensions provide ben 
efits, but for whom social security does not provide coverage; it also 
shows the categories of dependents and survivors covered by social 
security but not covered by the current CSRS or private plans. 

Table 4~9. AJurrent (^Sand Private Pension Coverage of Dependents and 
Survivors (l^>mpared to Social Security 

Grouiw automatically covered by cur- Groups automatically covered by social 
rent CSRS/privat*> plans but not by security but not by the current 

social security; CSBS; 

Married spouses age 62 and over of 
tiving retirees; 

All «riA«irti.rk under a^e 70 with Married spouses any age caring for 
^L^t^S^e^rt^TarZ^T <^hildren under ^e 16 of ret.r^. de- 

WiAw!.^ ^inHpr as^ 60 laee 62 for or disabled workers; 

^tS, wl" TcZdZ uni2r IJivorced «P0-*« <"-ni^^ 1« - more 
ftfl^^' years) age 62 and over of hving retir- 

wXvier^ with and without children ^ T^^trTCZ^lrf-cmfZ 

under age 16 with eammgs above a ^eH^rii^ lor workers cmiortn 

certain amount; and^ Wvorc^ widoUerte (married W or 

College student child sun^ivors of de- ^ ^ 

^^^.TNiTovTr^ldTrldTp'r^illai^ SO^di^bl^ of employees and re- 

P"""® ' ChiWren^under age 18 of retired and 

disabled workers. 

Social security's family insurance features are demonstrate 
the requirement that there be de^ndent children in the fami 
a condition of eligibility for certain spouses of retirees and widows 
and widowers. Specifically, widows and widowers who have not 
reached 60 and who have no children under 16 cannot draw social 
security survivor benefits (benefits are payable to surviving chil- 
dren up to age 18, however). Under social security, divorced spouses 
and survivors (married at least 10 years) automatically receive ben- 
efits Recent legislation pertaining to private pensions and the cur- 
rent CSRS allows benefits to divorced spouses only if there is a 
qualified domestic relations order specifying that an annuity be di- 



183 

vided or a survivor benefit provided. Coverage under private pen- 
sion plans generallv resembles that of the current CSRS. 

Social security also does not pay benefits to people with earnings 
above a specified amount even though they meet other eligibility 
requirements of ag , service, etc. All social security benefits, in- 
cluding those to ret rees, their spouses and survivors and their cnil- 
dren, are subject to the earnings test (unless the recipient is over 
age 70). Recipients under age 70 have their benefits reduced by 50 
percent of all earnings over a certain level, regardless of the pres- 
ence of young children, with all benefits phasing out when yearly 
earnings exceed twice the amount of yearly benefits in excess of 
the base amount. In comparison, the current CSRS and private 
sector plans do not reduce survivor benefits because the survivor 
has earnings. Rather, these plans supplement earned income of 
survivors. 

Unlike most private pensions and the current CSRS, social secu- 
rity benefits are paid to spouses of retirees (including divorced 
spouses married at least 10 years to the worker) beginning at age 
6.?. (or age 62 for reduced spouse benefits) as an entitlement that is 
paid in addition to the benefit earned by the retired worker There- 
fore spouses (and divorced spouses) of new Federal workers will be 
entitled to these benefits. The additional spouse benefit is based on 
the premise that a couple requires more income than a single 
person, although not twice as much. Thus, at age 65, the spouse of 
a retiree receives a separate benefit equal to 50 percent of the re- 
tiree s benefit, so that a couple's social security income is 1 Ms times 
^i?^t-- " single retiree with an identical work histo- 

ry. This entitlement to a social security spouse benefit continues 
after divorce if the marriage lasted at least 10 years, whether the 
divorce occurs before or after retirement. These social security ben- 
efits to spouses and divorced spouses will be available to new Fed- 
eral workers covered under that program. 

The current CSRS and private pensions provide no spouse benefit 
entitlement in addition to benefits to the retiree. Furthermore, the 
annuity of Federal and private retirees is reduced when spouse sur- 
vivor coverage is elected, although under CSRS the reduction only 
pays for about one-half of the cost of the survivor benefit. Thus, a 
federal retiree electing survivor coverage receives a smaller bene- 
fit than a single retiree with the same Federal work history. Simi- 
Jarly, private pensions usually require married annuitants to 
accept reduced pensions to provide survivor coverage, and the pen- 
sion to the retiree is actuarially reduced to finance the full cost of 
survivor coverage. 

The issue of spouse and survivor benefits to divorced spouses of 
workers covered by the CSRS or by a private pension plan has been 
controversial. Unlike social security, neither the current CSRS nor 
private pensions pay spouse benefits and neither automatically 
pays benefits to divorced spouses. However, it has been argued by 
many that marriage is an economic partnership, and spouses and 

" All wciaJ security spoiue beneAbi are subject to an earnings teat Fw wpwiatm with subgUm 
£nefit^ eammjCB record The earned benefit is subtracted from the ipou* 
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surviving spouses, whether or not divorced from the covered 
worker, should be entitled to some of the benefits earned during 
the marriage. During the 98th Congress, both the UbKh and t-Kl&A 
were amended to provide benefits to divorced spouses under certain 
circumstances. P.L. 98-615 amended thf CSRS to require that 
spouses of Federal v/o, kers must consent to a waiver of survivor 
benefits and to require that the Office of PersonnerManagement 
(0PM) the agency responsible for administration of the rederal re- 
tirement system, honor court orders granting survivor benefits to 
divorced spouses, including division of one survivor benefit between 
a current and a former spouse. (OPM is also required to honor 
court orders to make a direct payment of a portion « IJgfral 
retiree's annuity to a former spouse.) P.L 98-397 amended fcKlbA 
to require spouse consent to waiver of survivor benefits under pri- 
vate pension plans and permits division of pensions in divorce set- 
tlement ;. Also, administrators of private pension plans are re- 
quired to comply with qualified domestic relations orders about 
provision of survivor benefits. However, the important differences 
between social security and these new laws pertaining to pension 
and survivor benefits to divorced spouses are (1) they do not pro- 
vide automatic benefits to divorced spouses, and (2) they provide for 
the division of one annutity, not for additional spouse retirement or 
survivor annuities. The^ benefits are not automatic because they 
must be awarded by a court. , o ^ . ^ 

Benefits are available to children under age 18 of deceased work- 
ers and retirees under the current CSRS and under social security 
for new Federal workers. Private pension plans seldom provide 
benefits to children of any age. Recent changes made in social secu- 
rity eliminated benefits to children between ages 18and Z2 in col- 
lege or other postsecondary school, but the current CSRS continues 
to pay survivor benefits to these groups. Social security students 
benefits are provided only to children in elementary or secondary 
school under age 19, and are not paid to any postsecondary school 
students. 

.!. Catefiories of spouses and surviiK)rs not coi^n d by CSRS. private 
pensiona or siH'ial isecurity 
Because of the categorical restrictions on social security ben*?*"'^ 
to family members and because typical private pensions (like the 
current C^RS) do not automatically provide any family benefits 
except to widowed spouses, certain categories of survivors are ineli- 
gible for benefits from social security, private plans and the cur- 
rent CSRS. These categories of people do not qualify for social secu- 
rity survivor benefits because: 

• they do not meet the age criteria, 

• they have no children under 1(5, 

• they were divorced from the worker after less than w years 

of marriage, . • r i ^ ^. 

• they were married to the deceased worker or retiree tor less 
than nine months at the time of death, and 

• they have earnings of their own in excess of the specified 
maximum. 
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In addition, these people may be excluded from ar y survivor bene- 
fits under a private pension plan or from CSRS because: 

• they were divorced from the worker and the divorce settle- 
ment did not specify any provision of survivor benefits, 

• survivor benefits were waived by the worker (until January 
1, 1985 for private plans; May 1^ for CSRS) or they con- 
sented to a waiver of survivor benefits (after January 1, 1985 
for private plans or May 1986 for CSRS), 

• they were widowed before their spouse became vested in a 
private retirement plan (or before their spouse had less than 
18 months of wrvice if a Federal worker), 

• they were widowed after their spouse was vested in a private 
plan, but before he or she had reached early retirement age 
(only up io August 23, 1984), 

• they were widowed before their spouse had begun drawing 
retirement benefits from ^ former private employer (until 
Janury 1, 1985 only), or 

• they were widowed before their spouse had begun drawing a 
CSRS deferred annuity. 

While social »?curity entitles some cat^ories of family members 
and survivors to benefits, others are .xcluded. Widows and widow- 
ers can be excluded because of the presumption that they are 
young enough to work and are not needed in the home to care for 
young children. For those married less than nine months, it is diffi- 
cult to argue that economic dependency is established in such a 
short period, and those with sut^ntial earnings of their own can 
support themselves and are not in need of social insurance. 

Private pension plans and the current CSRS do not cover certain 
categories of people because those plans are staff retirement sys- 
tems and annuities are based only on the re/ationship between the 
employee and the employer, not on family or marital status. While 
in cases of divorce, courts may direct that there be a division of a 
private annuity or of a CSRS annuity, there is no entitlement to 
such benefits under those plans. 

Under the current CSRS, Federal employees who leave govern- 
ment employment before eligibility for retirement nwy leave their • 
contributions in the retirement fund, and, at the age of (52, begin to 
draw a "deierred annuity." If such a person dies after leaving Fed;^ 
' eral employment, but before age 62, no survivor annuity is payable 
and the worker's contributions left in the fund are refunded to the 
survivor. Thus, these survivors are excluded from a survivor annu- 
ity In contrast, under private plans, the Retirement Equity Act of, 
1984 requires a spouse survivor benefit to be paid to the survivor^ 
any vested worker who had a nonforfeitable right tg^an-iBCSTrued 
benefit, even if the deceased no longerjtfijrked"fS5r that employer. 

C. Di':SICN FEATUEES AND ALTERNATIVES FOR SURVIVOR BENEFTTS 

Coverage of Federal employees under social security raises a 
number of issues about the design of survivor benefita under a re- 
designed civil service pension system. This section presents the im- 
portant features of a survivor plan and alternatives for a new Fed- 
eral retirement system. Table 4-10 shows design alternatives for 
postretirement survivor benefit* and for preretirement death bene- 
fits and is followed by a discussion of the alterr Hives. This discus- 
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sion of design issues is followed by cost estimates of alternative sur- 
vivor benefit features. 

TABIE 4-10.~l)tSIGN fmm A«0 ALTEWWTM mATHENTS FOR SURVWOR BEMEFITS 
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i, Postretirement survivor benefits 

a. Amirtctn^.— Social security is the nation's primar;' social in- 
surance program and provides family and survivor coverage at no 
additional cost to the retiree. The cost of family and survivor bene- 
fits is spread among all participants in the program. The current 
CSRS, like most staff retirement plans, provides no such automatic 
coverage, but allows the retiring worker, in effect, to purchase sur- 
vivor coverage. If coverage is inirchased, the current civil service 
system uses a two-tier arithmetic reduction in the annuity of a re- 
tired worker. This reduction is currently leas than a full actuarial 
reduction that would fully finance the survivor benefits from the 
retired worker's perision. Thus, at the present time about one-half 
of the cost of survivor coverage under the current CSRS is paid by 
the employer— the Federal Government. , , 

Private pension plans and State pension plans permit retiring 
workers to elect or reject a spouse survivor benefit, but they typi- 
cally require the retiree to pay the full cost of a survivor annuity 
through a joint-and-su/vivor plan with a full actuarial reduction in 
the annuity. The issue of financing survivor benefits under a new 
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civU service syutem is whether spouse survivor benefits should be 
an entitlement, with the cost spread over -all participants in the 
sjrstem; whether it should be a joint^-survivor plan, conforming 
wtJi private and ^^^^^nsion plan practices; or whether it shouW 
be hke the current CSRS with partial employer subsidization 

There are certain advantages to providing benefits as an auto- 
matic, entitlement for all survivors. One advanta^ is that retirees 
wou d not have to decide whether to choose survivor coverage— it 
would be provided automatically. In addition, spouse entiUement 
and full employer-fmancin^ could also extend benefits to divorced 
i^T^ sj^m picking up any additional cost, ma enti- 
tlement could be either (1) entitlement of any and all spouses, in- 
cluding former spouses, to a full survivor benefit, or (2) enUUement 
of all spouses, including former spouses, to a prorated share of one 
survivor benefit, with a rule about minimum duration of the mar- 
riage. Another advantage would be that there would be no reduc- 
tion, to the annuity of a married reUree, and thus married couples 
would not receive less than unmarried retirees. A further advan- 
tage w that because survivor coverage would cost the retiree notii- 
ing, there would be no finanical incentive not to provide it Accord- 
ing to a Department of Labor study, only 30 perx^nt of males par- 
ticipating in private pensioa plans opt for a jomt-and-survivor plan, 
and It has been argued that the cost of a fully actuarially reduced 
P^ljsion IS a deterrent to taking a survivor plan option. 

Entitlement of current and divorced spouses to a full survivor 
benefit would protect divorced widows and widowers against gaps 
m social security coverage, i.e., when thev are too young (under age 
uMj*^^' security surviving divorced spouse benefits and have 
no children under age 16. However, providing a full survivor bene^ 
fitto current as well as former spouses would add to the cost of the 
S^jTir wouldcreate a new group with an entitled claim to 
puplic r^urces. The alternative— to prorate one survivor benefit 
among the current and former spouses—could provide survivor 
benefits so small that the objective of protecting former spouses 
gainst impoverishment would not be served. Proration also means 
that when a worker or retiree remarries, a former spouse has a 

Preemptive right to a survive annuity over the current spouse, 
ome minimal income would he provided to each survivor, howev- 
er, with no additional cost to the system since the total benefit 
would be unchanged. 

A joint-and-survivor plan, on the other hand, does not increase 
the cost of a pension system because it is fully einployee-fmanced 
through an actuarial reduction in the retiree's annuity. The new 
federal retirement system could be established to provide one 
joint-and-survivor benefit level, such as the 50 percent joint^d- 
suryivor annuity minimum under ERISA for private plans Alter- 
natively, the retiring worker could be given the choice of the level 
of survivor benefits, typical of State und private sector retir.'raent 
plans. Allowing employee choice would provide flexibility in the 
system and would accommodate differing financial, age and health 
situations of retirees. As another alternative, flexibility could be 
provided by allowing retirees to purchase survivor coverage in ad- 
dition to a basic plan through an acturial reduction to hw or her 
annuity that w )uld fully pay for the additional benefit 
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Unde- plans requiring full actuarial reductions to provide survi- 
vor annuities and unck-r the current CSRS survivor plan that re- 
quires a reduction that partially covers the co«t of a survivor bene- 
fit, a married couple receives less after retirement than a similarly 
situated single individual. Coverage under social security may 
offset this reduction because of the additional spouse benefit pro- 
vided under that program at age 62. The primary feature of « J<»"»t: 
and-survivor plan, however, is that there is no cost to the system ot 
oroviding a survivor benefit . . ^ • 

6. Social security integratioru-lntegmted pension systems typi- 
cal in the private sector, subtract some social security benefits so 
that the combination of the pension and social secunty approxi- 
mately equals the target replacement rate of preretirement earn- 
ings 4tablished by the plan.*' For example, a new civil seno^ 
pension system might offset 50 percent of the social securjty Pri- 
mary Insurance Amount (PIA), a typical oflfeet plan u^ in private 
pensions. A retired Federal worker would revive benefiU from 
both the pension plan and social secunty, with half the social aeax- 
ritv PIA subtracted from the full pension amount to determine the 
payable amount of the pension. The survivor benef't would be com- 
puted as a percentage of the pension af^r thf »ocmi secunty offset. 
In some instances, a survivor benefit calculated from an offset pen- 
sion will be less generous than one available from the current 
CSRS because there is no reduction in the current CbRb pension 
for social security. The reason for a social securitv offset nommally 
is to take account of retirement income payable from social securi- 
ty However, because of the categorical restrictions on payment ot 
social security survivor benefits, an issue in designing a new feder- 
al retirement plan is whether it is appropriate to calculate a survi- 
vor benefit from a pension that has been reduced to account for 
social security unless social security benefits actually are payable 
to the survivors. , 

Typical private pension plans provide no additional compensa- 
tion for survivors to whom social security survivors benefits are not 
payable, even though their benefit formula includes a social securi- 
ty offset. From the standpoint of comparability with benefits avail- 
^le to non-Federal workers, there is no reason to make such com- 
pensation as part of a new Federal system It is a»^«*.^n«Vn5f 
social security rules are established Federal policy, and, therefore, 
it is not incumbent upon the pension plan to compensate for social 
security benefits that are not payable to certam categon^ of 
people On the other hand, to fail to do so m a new Pen«on system 
SSuld reduce some survivor benefits below those Pfovid^ to those 
current workers who will remain under the existing OsKS nil^ 
For those survivors who have young children or who are old 
enough to qualify for social security survivor benefits, benefits 
fromboth programs would be available, although there would still 
be Inrge swngs in the income payable to these survivors after their 
children reach age 16 but before the survivor reach^ age bO. . 
To resolve these issues, survivor benefits could be calculated 

from the full pension without the social secunty offset. To avoid 
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what may be perceived as duplication of benefits for those survi- 
vors who do qualify for both o survivor benefit under a new system' 
and socml security benefits, 100 percent of the family social securi- 
ty benefit, wl^n payable, could be subtracted from the new sys- 
tems . survivor benefit for the family. When the social security 
benefit is greater than the survivor pension benefit, only social se- 
curity would be paid; if the survivor subsequently became ineligible 
for social security, as happens to a nonaged widow when her 
youngwt child reaches 16, the survivor benefit would be calculated 
from the full pension, with no (rffiset 

There is yet another reason why survivor benefits under a new 
integrated plan may be smaller than those available for survivors 
of workers covered under the current CSRS. Under a new Federal 
system that costs the same as the current CSRS, the pension 
system may have a smaller accrual rate than the current CSRS 
Using the example of a 50 percent offset plan the accrual rate that 
would produoB a program costing nearly the same as the current 
CbKb would be about 1.5 percent In carojparision, the current ac- 
crual rate is a three«tep computation, with 1.5 percent accrued for 
the fu«t five years of service, 1.75 percent for the second five years, 
and 2.0 percent for all vears over 10. Accordingly, survivor benefits 
may be lower compared to the current CSRS. 

Different categories of survivors may be affected differently by a 
reduction m the accrual rate of the pension plan. First, under the 
new plan, widows and widowers who are not eligible for social secu- 
"?*y,'^»ve greatly reduced benefits compared with survivors 
eligible for benefits under the current CSRS. Second, for lower 
wage workers, any offset plan may provide proportionately more 
retirement income from social security than from the pension, 
whereas, workers who retire at higher wage levels may receive pro- 
portionately more from the pension than from social security, 
rherefore, when social security benefits are offset but not payable, 
the survivors of lower wage retirees will have less income replaced 
than survivors of high-wage workers. Third, survivora not affected 
by this issue are those who receive the minimum benefit of 22 per- 
cent of the worker s high^ aver^ salary (if the new plan includes 
this kind of minimum benefit). The pension formula is not used in 
that calculation and, thus, there is no effect of the lower accrual 
rate. 

To make survivor benefits from a new Federal system more com- 
parable to those provided under the current CSRS, survivor bene- 
fits could be computed as a pioportion of the pension plus social 
secunty, rather than as a proporUon of the pension alone. Under 
an offset plan that preserves some of the tilt in social security ben- 
e*^N, this procedure would produce a different distribution of survi- 
\ . uenefits from the current system, but it would follow the distri- 
bution of retirement income to retirees established under the new 
plan. If this approach were adopted, however, computation of the 
survivor benefit as a proportion of the pension benefit plus social 
secunty should be computed from the pension before the offset for 
TOcial secuntv in order to replicate t;»e current system of basing 
the survivor benefit on the full amount to retirement income pro- 
vided under the retirement plan. The resulting survivor benefit 
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could then be fully oflsot by any social security survivor benefitis 

major drawback to these plans that would require offsetting 
survivoV benefits, however, is that ERISA prohibits offsetting 100 
'^^^Tof sui^iv'^ benefit^. While EWSA do^ not the 
Federal pension system, it may be desirable to conform with the 
r^trSions it plaL on private plans. If so, these survivor benefits 
jSd b^^^biished thVough a special Plg'^uri?! 
would compute benefits am offset the payable social security 
rmounuS the same way as described above, but as an annuity 

from an insurance fund. u„„„f:* 

The current CSRS provides a minimum survivor benefit to pro- 
tect the S^vcJs of employees who die with short service. This 
minimum b^^efit provid^ greater benefits than those under the 
J^lar formula for the fii^ 22 years of service. In «uch case^ an 
arbitrary pension is attributed to the deceased work*^ equal to40 
Xrent of his or her high-3 years average salary. The sunjvor ben- 
^fitis then calculated as 55 percent of that amount, or 22 percent 
of the d^ased worker's average salanr (55 P^^^l^^^,^^''^,' 
or the pension calculated with years of service prmected to age 60, 
whicheSI? is least. Under the current law, the erfert of the mini- 
mum is that the spouse survivor of someone who dies with, say, 
five years of service receives the same survivor annuity as the sur- 
vUror ofl^meone who dies with, say, 20 years of service (a^uming 
K workers had the same final high-3 average sa^ry and joined 
^e goverr ^ont at a fairly young a^)- In all offset plans the 
;moSnt o': social security deducted from the pension ris^ with 
veare of s. : .e. Hence, an assumed mmimum pensic.i for a worker 
whTdies after 20 years of service would be reduced by a greater 
^ount tharf that of the worker who does after five years of serv- 
^Tthe s^rvWor benefit is calculated as 55 percent of the pension 
after the offset, the survivor of the longer term worker would r^ 
ceive Ae«f than the survivor of the shorter term worker. Below 

Sle Tw is an e^^ple of benefits ri^^'^J^%::^l!^rnfe 
workers with high-3 average salaries of $38,000, but one with tive 
rareTnd one with 20 ye^ of service. The s<^i«l,f£"«l^y 
Smed to be $8,400 in both cases, as thev would be m a mature 
Security s^'tem that will pertain to ^jriosf ^e mfnT^^^^ 
who enter government service after 

Assumed pension is $15,200 (40 percent of $d«,UOU). ihe socmi secu 
X "i^?eg?^Son plan in thiTexample is a 50 Percent offset for 
a Xlf 40?ear ca?eer. Therefore the oJTset is 1.25 percent of the PIA 
for every year of Federal service (.0125 x 40 -= .50). 

TABLE 4. 11. -BENEFITS PAYABLE TO SURVIVORS Of 5-YEAR AND 20-YEAR WORKERS 
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This inequiU can be resolved by (1) eliminating the minimum 
benent, or (2) by computing the survivor benefit from the pension 
before the offset, and then offsetting social s^rity survivor bene- 
fits payable against the survivor pension, or (3) by basing the pro- 
ration on *he actual years of coverage assumed by the Social Secu- 
rity Administration in the computation of survivor benefics, i.e., 
each year after age 21 to the time of death. 

c. Child survivor benefits.— Social security and the current CSRS 
provide child survivor benefits to children of deceased Federal 
workers and retirees. Social security also pays benefits to depend- 
ent children of retired workers, although neither the CSRS nor pri- 
vate pensions provide children's benefits to dependent children of 
living retirees. Because social security child survivor benefits are a 
proportion of the deceased worker's social security primary insur- 
ance amount, there may be some cases in which the surviving chil- 
dren of workers covered by the new retirement system would re- 
ceive smaller benefits than those available to the survivors of 
workers covered under the current CSRS. This situation could 
occur if no child survivor benefits are provided under a redesigned 
system and if a worker dies after having accrued a small PIA. 

The age requirements for child survivor benefits differ under 
social security and under the current CSRS. Under social security 
benefits are payable up to age 18 (age 19 if a full-time student in 
elementary or secondary school), whereas current CSRS child sur- 
vivor benefits are payable up to age 18 or up to age 22 if in school, 
including postsecondary school. If no supplemental child survivor 
benefits are provided as part of the new pension system, the social 
security rules would prevail. If supplemental benefits are provided, 
however, the age limits could be coordinated. 

d. Spouse consent— Until passage of P.L. 98-615, the Civil Serv- 
ice Retirement Spouse Ekjuity AU of 198^ , the ultimate decision to 
provide survivor coverage for a spouse rested with the worker at 
the time of retirement, although a married retiree had to take 
action to prevent survivor coverage from going into effect. However, 
the spouse had simply to sign the retirement apphcation stating 
that he or she has been notified of that decision. There was no re- 
quirement that the spouse agree with the decision. Legislation re- 
cently enacted changes this as of May 7, 1985. After that time 
spouse consent is required if survivor benefits are waived.** 

e. Surviwr benefits to divorced spouse—The issue of income ade- 
quacy and equity later in life for divorced spouses has dmwn atten- 
tion over the past several years and has focused on women some- 
times characterized as "displaced homemakers" (those with little 
or no work experience, who have spent most of their adult lives 
taking care of home and family). When divorce occurs, these 
women may be left with little support and few skills with which to 
compete in the labor market. Some, whose former spouses worked 
in employment covered by social security, may qualify for parent 
benefits (if their children are young enough), or for social security 
spouse benefits (if they and their ex-husbands are old enough). 
Others are caught in between. 



♦•Section 20.'i<bK2) of H H. 4280. the Rrtirement Equity Act of Um. also require* spmise con- 
•eiit for waiver of survivor benents under private petmions. 
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l>urinc the past decade Congress has made major changes in 
Federal retirement law to provide great4?r protection tor divorced 
spouses. Social security amendments enacted in 19€.> provided 
spouse and survivor benefits to divorced spouses married 20 years 
or more. The marriage requirement was reduced to 10 years m 
1977 

Other changes have been made in benefits available under Fed- 
eral retirement programs for workers not covered by social security. 
Public Law enacted in 1978, permits direct payment by the 

Office of Personnel Management of court-ordered payment* to di- 
vorced spouses from civil service retirement benefite, although 
courts could not order direct payments of survivor benefits. In 1980. 
P L 9(>-4()5 permitted divorced spouses of Foreign Service person- 
nel 'to receive a pro rata share of retirement annuity and survivor 
benefit* subject to review, modification, or rejection by the btate 
court overseeing the divorce. In 1982, Congress extended th^ 
same benefits to former spouses of CIA personnel through Public 
Law 97-269, Also in 1982, the Uniformed Services Former Spouse 
Protection Act allowed courts to divide a military pension as part 
of property settlements in cases of divorce, and allowed retiring 
military personnel to designate a former spouse as the beneficiary 
of a military retirement spouse survivor annuity. Public Law 9«- 
615 addressed the issue of survivor benefits for divorced spouse ot 
Federal workers by permitting domestic relations courts to order 
OFM to reduce a retiree's annuity in order to provide survivor ben- 
efits to former spouses and to prorate a survivor benefit between a 
former and a current spouse.** 

While coverage of new Federal workers under social security will 
provide survivors benefits to some categories of divorced spous^ 
for whom no benefits are currently available, non-disabled divorced 
widows and widowers under age &) without children under age lb 
are ineligible under social security. In designing a new tederal 
system, one alternative would be to provide full survivor coverage 
for all divorced spouses as an entitlement, with a requirement that 
the marriage have lasted a specified amount of time. These benefits 
could be offset by any social security benefit* payable to prevent 
duplication of benefits to divorced spouses who might become enti- 
tled to benefits under both programs. This kind of benefit is not 
available under private pension plans. „ „ . 

Entitlement of divorced spouses to a full civil service survivor 
benefit under a redesigned plan (offset by any social security bene- 
fits payable) would increase the cost of survivor benefits. As an al- 
ternative to this approach, former spouses could be automatically 
entitled to a prorated share of one survivor benefit if married at 
least 10 years, subject to State court review and modification. Ihis 
differs from the recently enacted provision, in that it is presump- 
tive entitlement that would go into effect unless a court acted to 

the comrary.^^^^ 6c/i<'/)/a- to divorced spouses— It is sometimes 
claimed that a retirement pension is property jointly owned by a 
couple and therefore it is divisible as part of a property settlement. 



*'» h hai> always been permissible to name a fo-^ner spouse as an -insurable inUrettt ' 
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It is argued that a marriage is an economic partnership and that 
nonworking wives make a significant contribution toward the abili- 
ty of workers to earn a salary, including deferred compensation in 
the form of a pension. According to this argument, retirement cred- 
its earned during the marriage should be shared upon divorce. The 
Uniformed Services Former Spouse Protection Act addressed this 
issue directly. It provides that a military pension is joint property 
and is divisible in a property settlement. 

While some divorced spouses of Federal workers who will be cov- 
ered under social security will be eligible for social security spouse 
benefits, others will be categorically ineligible for that coverage, at 
least temporarily, until they are age 62 (or 60 if their ex-spouses 
die). The important choice is whether a new plan should go farther 
than the current law which permits division of a pension if there is 
a qualified domestic relations order to do so. The alternative would 
be to presume entitlement to proration of the Federal annuity sub- 
ject to Stiite court review, 

J. Preretirement survivor benefits 

a, [kite of elifiibility.—Preretirement death benefits can be pro- 
vided either as a survivor annuity or life insurance or both. The 
current CSRS pays survivor annuities to the widows and widowers 
of Federal workers who die while still employed with at least 18 
months of Federal service. These annuities may be small foi work- 
ers who die with short service, paying 22 percent of the worker's 
high-IJ years average salary. 

As an alternative to the current CSRS practice of paying a 
spouse survivor benefit immediately if the worker had at least 18 
months of service, a new system could provide the survivor annuity 
if the deceased worker had been vested, as is done in private and 
State plans. If vesting is the eligibility requirement the benefit 
could be paid immetiiately or not until the month in which the de- 
ceased workers would have reached the earliest retirement age 
specified in the plan. 

State plans .>pically pay survivor annuities if the worker was 
vested in the pension plan. Under private sector pension plans, the 
Retirement Equity Act of 1984 P L 98-397) specifies that a benefit 
must be paid from a private plan if the worker was vested with a 
nonforfeitable pension. Social security benefits are payable to sur- 
vivors if the worker had at least 18 months in covered employment 
and if there are young children. If there are no children under age 
16, and the widow or widower is not 60 or age 50-59 and disiibled, 
no social security is pavable; likewise, social security benefits are 
reduced if the survivor has earnings in excess of the social security 
earnings limits. 

Government life insurance is also available at employee option. 
Federal workers must pay two-thirds of the cost cf the minimum 
coverage, which is two times pay for those up to age 35, and is re- 
duced gradually to one times final pay rounded up to the next 
thousand dollars, plus $2,000, In cases of accidental death, when 
death is externally caused, the payment is doubled. Coverage of 
Federal workers under this life insurance program is automatic 
unless the worker waives coverage in writing. Workers may elect 
life insurance coverage l^yond the basic amount, but additional 
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coverage, up to five times salary, is fully paid for by the employee. 
Spouse and children's coverage may also be purchased, at $5,000 
and $2,500 respectively. According to recently published data, 91 
percent of all Federal workers participate in the government-spon- 
sored program,*^ 

Unlike most group life insurance plans provided by private em- 
ployers, until December 31, 1989, Federal employees retiring before 
age 65 retain full coverage, at no cost, up to 65. Most private group 
plans either cease average or reduce coverage rapidly upon retire- 
ment. At age 65, the government insurance declines by two percent 
a month to a minimum of 25 percent of the amount in force at re- 
tirement. Retiring employees can elect, at an extra cost, to reduce 
or eliminate the reduction in coverage at age 65, However, as of 
January 1, 1990, all retirees under age 65 will have life insurance 
premiums withheld from their annuities to retain full coverage 
until age 65. 

Employer-sponsored group life insurance in private sector retire- 
ment systems is typically more generous than that provided by the 
government. However, £^in, this coverage is usually reduced or 
ends at retirement. This life insurance is paid for by employers at 
no cost to employees and 100 pen^nt of the employee of firms 
with group insurance plans are automatically covered. 

Table 4^12 shows the cumulative distribution of the multiples of 
final salary paid by private firms that provide group life insurance 
based on a uniform earnings multiple. Out of 854 firms surveyed by 
Hay-Huggins, 634 reported that they provide group life insurance 
based on an earnings multiple. In addition, 405 of the private firms 
surveyed place dollar limits on the amount of life insurance pay- 
able. The average limit was about $200,(KK). 

Tabie 4-1 J — Basic Group Life Amounts Based on Uniform Earnings Multiple 

Cumulmnx percvat 

Percent of final pay: ^'^n(mtt^ 

Less than IW J 

m) ^ 

lot to 149 ^ 

l51toli» tl 

J« 

m to 249 ^ 

93 

1JJ,1 to'299'''''!^^^!!^'^r!;!''^^ ^ 

300 

(Greater than -KK) 1^ 

Total number of firms ^ 

Source Hay Jiuggins. Nan«w»h Compensation Comparison. 19H3. Table 2-14. 

If the new Federal retirement system were to be patterned after 
private sector practice, it would be necessary to increase life insur- 
ance coverage (or Federal workers, with the Federal Government 
paying for life insurance coverage of 1^2 to 2 times salary. Some 
argue that a large, lump-sum insurance payment is more useful for 
paying off a mortgage or providing a coU^e education thim a small 

•^One hundred percent of potrt^l workt^rs participate, since baste coverage is fully p»t4 for by 
the postal service 
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monthly annuity for life. A more paternalistic view is that large 
lumI^suros of money can be easily and quickly wasted. 

6, Benefits to survivors of former Federal workers.—Vfhen work- 
ers who have left Federal employment die before becoming eligible 
for a deferred annuity (age 62), no survivor annuity is available 
under the current CSRS, Until the recent parage of the Retire- 
ment Equity Act of 1984, private sector plans did not pay survivor 
benefits, either, if the worker left an employer but died before be- 
coming eligible for a deferred annuity. However, the *^ew law re- 
quires that a benefit be paid if the deceased worker were vested in 
the plan and had a nonforfeitable right to any portion of an annu- 
ity, although private plans are not required to begin payments to 
the survivor until the time at which the deceased would have 
reached the earliest retirement age specified in the plan. 

An alternative to the current CSKS is to allow all survivors of 
workers who die before drawing a deferred annuity to elect either 
a lump^3um return of the contributions that have been kfl in the 
retirement fund or, adopting the new rules applicable to private 
pensions, to provide a survivor annuity based on the annuity that 
would have been payable to the deceased at the time of death 

D. COST ANALYSIS OF ALTERNATIVES FOB SURVIVOR PLAN DESIGN 

FEATURKS 

CSRS benefits to survivors of deceased Federal workers and de- 
ceased Federal retirees currently cost about 4.0 percent of payroll. 
The entry age normal cost of all CSRS benefits for workers editor- 
ing Federal employment in 1985 is about 32.2 percent of payroll*** 
Therefore, survivor benefits account for about 12 percent of the 
cost of the current retirement system. The survivors include 
spouses of deceased retirees, spouses of deceased workers, spouses 
of workers who were retired on disability or who had l^n involun- 
tarily retired, as well as child survivors of these groups of Federal 
employees. 

Table 4-13 lists the m^yor design features that make up a survi- 
vor benefit plan and shows the cost effects of alternative features 
under a new Federal system. For illustrative purposes, the plan 
used as the backdrop plan was designed to replicate the current 
CSRS as closely as passible, but with the addition of social security. 
This backdrop plan, used to estimate the cost of the alternative 
treatments for these features, deducts 50 percent of social security 
benefits from a pension benefit. To keep the cost of the int€^ated 
program constant with that of the current CSRS alone, the tllustra' 
tive redesigned retirement program has a benefit accrual rate of 
1,45 percent of high'3 years average pay for each year of service. 
Other features of the survivor benefit plan were designed to resem- 
ble the current CSRS, For preretirement death, survivor benefits 
are 55 percent of disability benefits determined using the disability 
formula, as is currently done. For pc^rtretirement survivor benefits, 
the annuity in reduced, like the current CSRS, by 2,5 percent of the 
first $;i,GOO and 10 percent of the remaining annuity; the tenefit to 



»* Of thifi :r2.2 percent. 26 2 peroenta^re point* in p«kJ by the Federal Gcvernment and the 
other seven percentaife points » paid from employee contribiitions. 
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the survivor is 55 percent of the unreduced annuity. Children's 
benefite are payable according the current law. There are no bene- 
fits to divorced spouses. The cost effects are shown as the change in 
the percent of i^yroll wtch alternative treatment of the design fea- 
tures would add to the cost or would save* The costs shown in this 
table are onh illustrative and are intended to indicate the general 
magnitude of the costs of the different alternative design features. 
As the table shows, variation of individual design features of a sur- 
vivor plan usually changes the cost of a pension plan by less than 

1.0 percent of pay (about $700 million). 

1. Financing 

An important feature of a survivor benefit plan is how it is fi- 
nanced: if survivor benefits were provided as part of the pension 
plan amd no reduction were made to the annuity of a retiree to pro- 
vide that coverage, the cost of survivor benefits would increase by 

1.1 percent of payroll. In contrast, if a 50 percent joint^d-survivor 
plan with a full actuarial reduction were adopted, 0,7 percent of 
payroll would be saved. 

4p» Accurately estimating the normal cost of this change in survivor 
benefits is somewhat problematic, however. Under current law, a 
survivor benefit is provided through a reduction in the annuity of 
the retiree of 2.5 percent of the first $3,600 per y^ plus 10 per- 
cent of the annuity above that am<Hmt Since $3,^ is not indexed 
for inflation, when entry age normal costs are projected to the year 
2030, the value of the $3,600 is eroded substantially. The effect is 
that by the year 2030, current law wUl produce a reduction in the 
annuity of a retiree of about 60percent of a full actuarial reduc- 
tion^ which is dbcKit l&per^t. Therefore, a' comparison of the cur- 
rent law (without indexing the $3,600) in 20^ with an actuarially 
financed survivor benefit in that year unddr^tes the real differ- 
ence between the cost of the current system and a 50 percent k>int- 
and-survivor plan with a fully actuarially financed survivor bene- 
fit. Consequently, adoption of a 50 percent joint-and-survivor plan 
instead of the current plan would have little cost impact for new 
employees. 

2. Social security integration 

Under the backdrop plan, the survivor benefit is computed as a 
percentage of the pension after the social security offset has been 
taken—the procedure used in most private pension plans. If survi- 
vor benefits were com)Hited on the basis of the pension without the 
offset followed by a 100 percent offset of the wnsion against pay- 
able social security benefits, the normal cost of the retiremait plan 
would decrease by 0.3 percent of pay,** Alternatively, if the survi- 
vor benefit were computed as 55 percent of the pension plus social 
security, the cwt would increase by 0.1 percent of payroll under a 
50 percent offset plan. Again, this estimate assume that penmon 
benefits would be fully ofTset a^inst the social security benefits. 



WhiUr computing the survivor benefit cm a M>ff^wluit Ut^t petmkm wcuki incr&m» covt^, 
Uie 100 perpeot offnH oi ^urrivor bei^iUi against tocial security woukl Mve a graiter antotrnt of 

pen«iton cants. 
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TABUt 4-13* Cost Kff«cC0 of Alc«rMCive 0««igii fm^tvtf Wot SMrvivor Benefits 
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Spouse consent 

Before the enactment of P L. 98^15, the GSRS required that the 
spouses of marri^ Federal workers be notified if, at the time of re- 
tirement, the worker did not elect full spouse survivor coverage. 
The new law requires spcmse consent rather than notification. How- 
ever, if spouiM survivor coverage were made mandatary, and the 
current financing arrangements were used, the cost of Uie retire- 
ment system would increaw by an estimated 04 percent of pay, 

' 4. Survivor benefits to divorced sfnmses 

The CSRS as modified by RL. 98-615 provides survivor benefits 
to divorced spouses of decc^ised Federal workers if there is a court 
order providing for survivor benefits. The options for providing sur- 
vivor oenefits from a new civil service pension plan to divorced 
spouses are: 1) presumption of entitlement to proration of a survi- 
vor benefit, subject to State domestic relations amrt review and 
modification, and 2) to entitlement of a full spouse survivor benefit 
to all spouses and former spouses married at least 10 years to the 
deceased worker. Provision of a prorated survivor benefit for 
i former spouses would have no effect on the cost of the system; enti- 
tlement of a full survivor benefit to all spouses meeting the mar- 
riage requirement would increase program cwrts by 0.1 percent of 

pay 

5, Retirement benefits to divorced spouses 

Under current law both private pensions and CSRS pensions can 
be divided between the retiree and a former spouse if specified by a 
State court If, under a new plaiv QPM were required to divide 
pension income according to a pro rata formula taking years of 
marriage during creditable service into acmint, there would be no 
increase in the benefit costs of the retirement program because no 
new additional benefit' would be created, 

S. Date of eligibility for preretirement death benefits 

A design issue pertaining to preretirement death benefits is the 
service requirement for payment of an annuity to the survivor of a 
worker who dies before retirement. Benefits are now provided as 
an annuity if the worker had at least 18 months of service. If the 
worker were required to be vested (five years of servire) the savings 
would be 0,1 percent of payroll; if survivor annuities were provided 
only to the survivors of workers who die at at least age 55 (the 
early retirement age specified in most private plans), the savings 
would be 0:Z percent of payrol?, 

7. Deferred $urviiH}r annuities 

PinaUy, if survivor annuities were made available to the survi- 
vors of workers who leave Federal emplovment but who die before 
drawing a deferred annuity at age 6X 0,7 percent of payroll would 
be add^ to the cost of the program, 

8, Children s benefits 

Because benefits to surviving children constitute a very small 
portion of the cost of the retirement system, the cost euects of 
eliminating all children's benefits f^yable from the CSRS and, in- 
stead, paying social security children's benefita would be negligible. 
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CHAPTER 5: ANALYSIS OF FIVE ILLUSTRATIVE PLANS 



I. Introduction 



In Chapter 4, important plan provisions were analjpsed by show- 
ing the impact that variatkms in the provisions had upon costs and 
benefit di^tnbuticNcis. Tlie beginning pdnt in the preamtation <^ 
each provision was to r^i^Ucate the current CSES^ wit with the in- 
troductkm <^ social security beneHte. Features oi idans onnnion to 
employment outside the Federal Gknremmcmt were tihnn introduced 
so that tbmr effect oa costs and b«ri^litB ooukl he compared to the 
current system. The comparisons were duplayed by showing the 
provision alternatives acrtm different age, service ami salary cmn- 
raaations. 

As stated in diapter 4, comprehensive data on costs and benefits 
can be developed only in the context of complete plans. For the 
CRS nuxtels to generate data, all proviskms must be medfied, 
Yet> it was necessary to recognise sensitivity of costs and benefits 
to variations in provistons before CMnplete flans were otMnpared. 
Because Uie stuoy based its approm^ <m tlM aasumt^on that the 
components of pensim jpian decogn ocNild be discuused separately, it 
became necessary to construct as an artifice— a backdrop plan- 
that would remain oomtant while each provision was being re- 
viewed. Otherwise the sheer volume of pc^ntial plans would be un- 
manageable. 

The five plans analyzed in this chapter illustrate the context 
within which specific provisions operate. These plans are not rec- 
ommendaticHis, but are devices to be used with previous chapters, 
so that fundamental themes in design can be analysed. The concept 
of a backdrop plan has thus been brought foward into this chapter 
but in a new way: The context, or background itself is vai^ by 
some typical approaches, so that combinations of features can be ' 
illustrated. The reader should r^er to Qiapter 4 to (totermine the 
approximate effect within any of these five approaches of varying 
specific provisions. 

The array of retirement benefit designs represented by theee 
plana is not exhaustive, but reflects a range of possibilities. The 
tentative ob,^ives discuswd in Chapter 4 were used to (tovelop the 
various designs. Thus, plan I most closely replicates the current 
CSRS, and plans IV and V differ from it according to the extent 
that private and State pension structures have been incorporated. 
Plan 11 incorporates social security by the integration technique 
roost widely used in the private sector, but holds all other provi- 
sions the same as the current CSRS. Plan in copies plan if, but 
adds a capital accumulation plan. Plans IV and V differ from each 
cAher only by the technique for coordinating vrith social security, 
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but inAh introduce early retirement reductions, reduced COLA, and 
capita?! accumulation plans. 

The disability component in the backdrop plan was structured so 
that it would approximate the benefits payable under the current 
CSRS. The social security disability provisions were introduced 
with the smallest feasiWe effectupon the system. However, as 
Chapter 4 showed, tht "rrent CSRS disability program is often 
criticized and w<mld require consi(terable moditication before it 
could resemble private sector practice. For these five illustrations, 
a disability plan was developed that approximate the appro^h 
common to the private sector. This disability approach separates 
short- and long-term disability and introduces the social security 
disability definition into the determination of lifetime awards. Ben- 
efit levels are increased to typical private sector levels, including 
social security. 

The survivor benefit approach in tlie backdrop plan maintained 
the current system approach with minimum chai^ires to accommo- 
date social security. For these illustrations, a survivor benefit com- 
ponent was adopted that clo^ replicates private sector practice. 
The principal alternative approach— financing survivor benefits on 
the basis of a definition of eligibility for benefits, with costs borne 
by the system rather than by retirees— would incrrauie the cost of 
the overall retirement system by 11 percent of i»yroll. 

The accrual rates for the five plans have been calibrated to 
project approximately the same employer cost as the current CSRS. 
The CRS cost model projects the normal cost of the current CSRS 
to Government to be 25.2 percent of pay (32.2 percent system 
normal cost minus seven percent employee contributions). Because 
one of the important tradeoffs in plan design is in the amounts em- 
ployees can be expected to pay for retirement protection, the plans 
assume different levels of employee contributions. In three of the 
plans, the amounts that employees contribute are subject to some 
choice on their part. In these plans, the constant employer cost has 
been determined by Use of the concept "perwnt of full imrticipa- 
tion" (see Chapter 4 and Appendix C). 
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TABLE 5-?.-BAaC REmEMOT PfWWSWNS: RVE ULUSTRATIVE DESIGNS WJTH EQUAL COSTS 
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Provisions Common to Ai*^- Plans 

Vesting 

Retirement: 5 years. 

Capital Accumulatim: Immediate. 

IkmMity 

Defmiticm: Firet 24 months, unaWe to perfonn in position; after 24 months, totally 
and permanently disabled for any occupation <80cia] security definition). 

Amount: 60 percent of pay Imint^ social security, or accrued retirement benefit, 
whichever is greater. 

Suniiw benefits 

Preretirement death: 55 percent of accrued retirement benefits. 

Postretirement death: If elected, causes a reduction in the retirement annuity of 
2,5 percent of first $ii600 annually; frfus 10 percent on amounts over $3,600; survi- 
vor benefit is 55 percent of annuity before reauction. 

Senice reqmfrmeni » 
Immediate retirement: 10 year? at age 55 with full actuarial reduction. 
Deferred benefit: 5 years, payable be^nning at age 62. 

IL Description of Individual Rktiekment Plans 
A, PLAN I (bepucation; one hundred percent om»T) 

Plan I closely replicates as many of the current CSRS provisions 
as po^ible. Benefits of the current CSRS are directly proportional 
to earnings, and the plan distributes benefits among participants 
along the same general lines as the currci* . CSRS, This distribution 
would violate IRS guidelines for pension plan distribution in the 
private sector. BeneHts computao under the retirement formula 
are reduced by 100 percent of the primary social security benefits 
accrued in Federal employment. Employees pay the same for the 
retirement as under the current system (seven percent), but in a 
combination of social security and pension contributions equal to 
that amount. Employees who leave government servw before re- 
tirement age can receive a refund or retain deferred rights to full 
benefits upon reaching age 62 or to reduced benefits at age 55, 
Workers can retire on full benefits at age 55 wiUi 30 years of serv- 
ice, and they receive a supplement equal to the social security ben- 
efit payable at a|^ 62. Because the accrual rate has been calibrated 
to maintain a constant government cost, and because employees 
are required to pay the same rates as atpresent, the overall system 
cost is nearlv the same as th*? current CSRS, This, and the costs of 
the other illustrative plans, will differ slightly from the baseline 
case because of rounding in the accrual rate. 

PLAN n (repucahon: nmr percent offset) 

Plan II has a 50 percent offset of primary social security benefits, 
a distributional appr^ich a>mmon to plans in the private sector. 
Also, plan II does not require employee ixmtributions, although as 
in all five plans, employees pay the full social security tax. All 
other provisions are held constant The cost to the government of 
plan 11 is held constant, except for accrual rounding, but overall 
plan costs are .8 percent of pay lower, because of the absence of 
employee contributions. Thus, replacement rates will also be lowar. 
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C. PLAN III (RRPUCAnON WITH SOCIAJL SfECURTTY AND CAPITAL 
ACCUMULATION PLAN) 

Plan III contains ^he same pension provisions as plan II but has 
a lower accrual rate. The accrual rate was calibrated to achieve 
savings equal to the cost projected for a voluntary capital accumu- 
lation plan. That voluntary supplement is a 50 percent match of 
employee contributions up to six percent of pay. Average employee 
contributions were estimated at S.30 percent of pay; yielding a gov- 
ernment matching cost of 1.65 percent of pay. Thus, the govern- 
ment cost is projected as constant, except for accrual rounding, but 
the overall system cost is higher because of the estimated aggre- 
gate voluntary employee contributions. 

D. PLAN IV iPRIVATC SECTOR MODECL) 

Plan IV retains the same 50 percent offset approach in the pen- 
sion formula as plans II and III. The cost to the government re- 
mains the same. Plan IV, however, introduces several significant 
changes needed to accommodate the cost of a more liberal capital 
aorumulation plan. ^ 

i. Reduction factors are implied to workers retiring before age 62 

In social security, the age at which full benefits can be received 
is 65 (rising to 67 by 2027), but reduced benefits can be received at 
62. Reductions applied to benefits paid at 62 (currently 20 percent) 
make the present value of the incc^me stream approximately equal 
to that which would be received at age 65. When the social security 
age for full receipt of benefits increases to 67, the actuarial reduc- 
tion will climb to 30 percent for benefits received at age 62. 

The current CSRS permits retirement with full benefits at age 55 
after 30 years of service, although additional value is earned for ad- 
ditional service. If plan costs are held constant, reduction of bene- 
fite received by workers retiring before age 62 shifts plan dollars to 
workers who work to later ages. Full actuarial reductions would 
virtually eliminate the differences in the present value of benefits 
received by workers with the same service and salary base but who 
retire at dilRerent ages. Workers would tend to delay their retire- 
ment. Savings are achieved by reducing the number of people en- 
tering the rolls, by lowering the present values of those who retire 
at earlier ages, and by increasing the length of the active work life 
for which beneHts are pn>^;cted. If an employer desires an older 
workforce, early retirement reductions will further that goal. 

Evidence from private sector plans shows tha^ less than full actu- 
arial reductions are sufficient to have a substantial impact upon 
the age of retirement. If a new Federal pension incorporated full 
actuarial reductions, they would be about 6 percent for each year 
of retirement before age 62. The plan adopts three percent benefit 
reductions per year. This rate would still reward workers Retiring 
early, but at a le^r rate than today^ and the value of additional 
service and of any anticipated salary increases would encourage 
civil servants to work to later ages. 
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2. I\^tretirement COLA if are reduced by one-half 

The current CSRS has COLA equal to increases in the CPL A 
one-half COLA will cause pension benefits to erode in value over 
time* In addition, the lower COLA may also alffect the decision to 
retire, causing some workers to delay retirement* 

S. A capital accumulation plan matching dolUir-for-dollar employee 
contributions up to six percent of pay is added 

Part of the savings achieved from lowering benefits for early re- 
tirement and the (X)LA change were used to fimd a capital accu- 
mulation plan that is more generous than that in plan HI, The re- 
mainder was used to increaw the accrual rate to improve overr U 
plan generosity. Average employee contributions of 3.9 percent of 
pay are estimated; the Federal Goveminent's cost is a similar 
amount* 

K. PLAN V (STATE GOVERNMENT MODEL) 

Plan V is identical to plan IV except that plan V uses an add-on 
approach to social security coordination, whereas plan IV used an 
integration (50 percent offset) approach. An aiMk>n approach was 
selected, partly because of the frequency with which it occurs in 
State government pensions, but also bcK^ause an add-on plan, by 
maintaining the social security tilt, frames the distribution issue* 
By comparing the distribution by income of plan V with plan I, the 
contrast with the current CSRS is c^asily seen* Likewise, by compar- 
inj plan V with plan IV, the contrast with the typical private 
sector model is also seen* 
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notnu ^-l.—ComiMkrisiMi rtf Rw IUi«ti«ti«« FUm at CWtont Emtw 
^oaB^^x^KtBmtw for a Single Work«r Ags 82 With 30 imtb of i 



Cost: 
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m. COMPASISON OF THE FlVK PlANS 

Figure 5-1 compares the five plans to each other and to the cur- 
rent CSRS. A worker is shown retiring at age 62 with 30 years of 
service and a final salary before retirement of 130,000. This worker 
^ therefore, a typical full career worker witib an aver^ final 
salary. The ch^kered area represents anxHints paid from the pen- 
sion. The area immediately above th^ pension represents social se- 
curity. The blocks above the social security benefit in plans m, IV, 
and V represent the benefits received by employees wlw partici- 
pate fully in the capital accumulation plan (keigii^ to iKXompany 
those plans. The upper blocks reflect the annuity purchased by ac- 
cumulated government and employee contribution and intenest 
earnings over the 30-year career. Hie paymit from tb«se capital ac- 
cumulation plans is indexed to the assumed rate of inflation. 

A. CHANGES CAVOCD BY SOCIAL SBCU8ITY 

As can be seen by figure all of these plans provide lower re- 
placement rates than the current CSRS unless workers participate 
in the capital accumulation. It employees pay more than they 
would iwy to the current system, then rM>lacement rates can be 
made to each or axceed current CSRS levels. Hie reason for lower 
benefits at constant cost, as has been discussed earlier, is that 
these plans distribute social security mon^ in ways different fiom 
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those used by the current CSRS, The introductioii of social sectirity 
into the structure of Fecteral ^ployee braefits automaticaUy redi- 
rects scH7.e money that would be paid through retirement provi- 
sions under the current CSRS, to different ben^t proviedcms. Hie 
cost of this different distribution^ after all differences in the pat- 
terns of payments have been of&et, is betwemi 2 to 3 percent of 
payroll, for the entire systenit with about 2.0 percent of pay less in 
the funds available to pay retirement benenta Broken down by 
component, these plan dollars are distributed primaiiljr: 

/. To portability 

About two*thirds of the difference 's distributed to workers leav- 
ing Federal employment who would not retain retirement benefit 
credits under the current CSRS. 

To family benefits 

Less than 0.5 pen^nt of pay will flow to benefits for dependents 
not paid by current CSRS provisions. 

S. To lower-income workers in other employment 

Less than 0.5 percent of pay would be redistributed through the 
social security formula to lower-paid workers outside the Federal 
Government. 



Figure 5-2 compares the benefit distribution of the five plans 
along the salary scale. The preretirement salaries displayed — 
$15,000, $30,000 and $45,000~were selected because they provided 
a roughly approximate general croasHKCtion of the civil service pop- 
ulation from low to high salaries, with $30,000 close to the average 
preretireme^.t salary. Ail dollar amounts are comparable to 1^ 
salary levels. 



B. DISTRIBUTION BY INCOME 
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FjfoimK 5-2 -<Vmipari»^ of Five IHimtratii^ Plam at Constant Enipkrrar Ccwt 
GitMs Replacetmnt Rates for a Single Worker Age 62 With S» Yearo of Service 
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Figure i>-2 ahowB that plan I has a alight upward tilt in total 
benefits. Thii» tilt is caused by the interaction between the social 
security reduction applied to benefits received at age 62, and the 
relative proportion of the total benefit pnnided by the pension at 
different income levels. (See Chapter 4 for a complete explanation 
of this upward benefit tilt,) The reduction has more impact at 
lower wages because a larger portion of the total benefit is provid- 
ed by social security* Benefits would be level acro^ all salaries at 
age 67 when the social security reduction would no longer apply. 
Plan I could be made to approximate the level distribution of the 
current system by subtracting from the pension 100 percent of the 
social security benefit actually paid instead of assigning a value to 
the full social security benefit payable at age 67* Private pensions 
are not permitted to oflfeet 100 percent of social security. 

Plans II, III and IV are integrated with social security. These 
three plans are .>0 percent oflisiet plans, the most common defined 
benefit plan in the private TOCtor. Plans that lower pension 
amounts by 50 percent of the social security benefit distribute some 
plan money to higher paid workers, partially counteracting the re- 
distributive slant in social securitv. Furthermore, 50 percent offset 
plans permit a flexible approach to other components of plan 
design while meeting Federal guideline on the distribution of pri- 
vate plan benefits. Plan V is a plan that adds a full pension to 
social security, an addK>n plan, and provides, from the pension 
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itself, a level rate of wage replacement at all income levels. Total 
benefits in plan V thus reflect the distributional tilt of social secu- 
rity when the pension and social security benefits are combined. 

C. RKTIREMKNT AT DIFFKBSNT AGES 

Figure 5-3 compares the plans for retirement at different ages. 
Retirement ages of 55, 62, and 67 were selected for display because 
they represent the ages at which fundamental dianges in the 
structure of benefits occur: Age 56 is the earliest age for full bene- 
fits in the current CSRS; age 62 is the earliest age at which re- 
duced social security retirement benefits can be received; age 67 is 
the age of full social security benefits in 2030. Individuals with 10 
year*- of service are permitt^ to retire at age 56 with full actuarial 
redtictions under all options because the small benefits payable at 
age Fi5 with 10 years of service will be sufficient to deter most 
workers who would want retirement at that age, because no costs 
are entailed, and becaui» that practice is comrwn to the private 

Plans I, n, and III retain the current retirement age structure. 
Nevertheless, because of social security benefit reductions for re- 
tirement before age 67, workers who remain at work until age 67 
have higher benefits for the same number of yeare of service. Plans 
IV and V reduce benefits by three percent per year under age 62, 
but the savings are partly restored to overall generosity Uireugh 
changes to the accrual rate, and workers receive higher replace- 
ments rates at age 62 than they do under plans I, II, and III, even 
without participating in the capital accimiulation plans. Not |»r- 
ticipating, however, means a losw of the employer match that is in- 
cluded in the cost of the plan, a cost which is calculated on the 
basis of a total workforc» roncept, i.e., the cost as a percent of total 
payroll. 

Compare plans IV and V to the other plans in fugure 5-3. As 
figure 5-3 shows, the effect of introducing early retirement reduc- 
tions combined with ^rual rate increases is to provide all workers 
retiring at age 62 replacement rates under those two plans compa- 
rable to the current CSRS. Plans IV and V could not match re- 
placement rates at age 55 for workers with average salaries even 
with full participation because the early reductions reduce benefits 
substantially. Replacement rates for full participants (six percent 
of pay) who retire at later ages exceed benefits payable to them 
under the current system by as much as 40 percent individuals re- 
tiring at age 55 under plan III would have replacement rates com- 
parable to the current CSRS, if they were full participants in plan 
Ill's capital accumulation plan. 
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Fwyns 5-3.-- ^Mnpariwm of Five Illustrative Plans at Cwwtant Emplover cost: 
Gro« ReplaceTient Rates for a Single Worker With 30 Years of Servk*-~$3O,W0 
Final Salary 
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Note that although the penaion benefits in plans I, II, and IH 
remain the same, the social security benefit is h^her for workers 
retu^ at age 67 than for workers r^iring at age 62 or age 55 
because the supplement payable to workers retiring at 
age 55 IS based upon social security benefits payable at age 62, and 
at age 62 social security benefits are reduc»)d to 70 percent of the 
benefit p^able at age 67. Because the average retirment age in the 
current CSBS is about age 61 with between 29 and 30 yeare of serv- 
ice, roost pension outlays go to persons who retire before reaching 
the age of fiill social security benefits. 

The social security benefits payable at age 62 and 67 are close 
actuarial equivalentsr-tbe present value of benefits received at the 
two ages IS approximately the same but paid over different periods 
of time. Un(ter the current CSRS, retirement at later ages with the 
ime number of yeare service has a lower present value than the 
annuity amount paid at eariier ages. The current system distrib- 
utes pension costs to earlier retirees and ^oes not compensate 
workers rtiring at later ages for their lower pr^nt values for the 
same number of years of service. Therefore, the Social Security 
program distributes some money to older retirees that under the 
current C8RS would be used to pay benefits for workers retirimr at 
^rlierages. 
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D. CAPITAL ACCUMULATION FhMiS 

Figures 5-2 and 5-3 show that capital accumulation plans can 
offer considerable increases in reCiranent incmiM for wwkers wlw 
fully particiiMte. It is important to note, however, that althm^ 
these plans cost the government the same as the current CSRS, 
employees would be paying more for these greater ben^rts. 

Compare plans H and m in figure &-2. These plans differ only m 
one reroect: Plan III has a lower pension accrual rate to provide 
the capital accumulation of the same empl<^r co(E*. Figure 5- 
2 shows that the two plans have the same distributional tilt at the 
various salary levels. Because of the lower accrual rate, employees 
not iKuticipating in tlw capital accumulation eniimlement have pen- 
sion benefits eight percent lower than in plan H, but those mlly 
participating have total replacement rates about 34 percent higher. 
Average total replacement rates for employees fully partk^pating 
are about 12 pen^ntage pmnta in replac«nent rate ni|p»r than in 
plan n and about 10 points higher than in plan I. Evidence from 
similar plans in the private sector ahows «iat this discreticmary 
plan will be used more by higher-paid workers than lower ones, 
and as a consequence, some employer pension dollars will be dis- 
tributed upwards along the salary scale. Lower-paid workers might 
find it attractive, but have no money to invest. 

Plans IV and V distribute even more money to the capital accu- 
mulation plan. A greater inducement to save is provided to employ- 
ees at all salary levels, and participating employees thus receive an 
even lareer share of the employer's pension costs. However, Uie 
penalty for non-participation is also borne by woricers who retire 
early. Workers who did noi; participate but who worked until later 
ages would retire with higher initial benefits, than under plans I 
and 11 because the accrual rate was increased at the expense of 
early retirement benefits. 

K. FOSTRSTIRKMKKrr AIMUffniKNTB 

Plans 1, II, and III are fully indexed to the CPI, with annual ad- 
justments, and their benefits retain full value over time. Plans IV 
and V are indexed to one-half of inflation, the inflation assumption 
used throughout the study, i,e., for percent a year. 

Figure 5-4 shows the value over time of plan U, the 50 percent 
offset plan. Benefits retain their ftiU value from the date <rf retire- 
ment through age 80 and beyond. Figure 5-5 shows plan IV, the 50 
percent offset plan with a 50 percent COLA. Initial replacement 
rates for employees #ho participated fully in the capital accumula- 
tion plan begin near those of plan II, but decline until age 62, tl»n 
jump substantially with the social security benefits and then de- 
cline as inflation continues to ero<te the pension. 

Th^ plans cost the government the same but employee costs 
differ. The employee not participating in the capital accumulation 
plan in plan IV and the employee in plan II, do not pay any contri- 
butions, but the plan IV employee receives one-third lower benefits 
at age 55. Figure 5-5 shows that plan IV employees who save six 
percent of pay receive higher replacement rates, Imt Uie average 
total replacement rate exceeds that of plan n by only 12 percent A 
review of figure 5-3 will help explan why. As figure 5-3 shows, the 
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early retirement reduction in plan IV causes money to be distribut-^ 
ed to later retirement ages. 

PtouEK 5-4.— Ban H: Fifty Perc^dt Otbet mod PuU OOLA^-OroBB Re|ri«K:«»iient 
Rates for a Sii^le Woriner Age 55 With W Yeaw Senrke, fSOfiOO Rnal Salary 

*^ 
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FnuBS 6-5 -Plan IV. Fifty Percent Of&et, Eariy Rettreneot Redoctiotis, 50 Pw- 
cent COLA and Capital Accumulatioo-^rosB Refrfacoo^ Rates for a Sngie 
Worker Age 65 With nO Years of Serrioe. |SO,0Q0 Rnal Salaiy 




IV. DESCHiFnoN or IixuOTBATivK DttAimJTy Plan 

Under all five illustrative plans, the one disability benefit plan is 
shown because of the need to highli^t retirement plan issues. See 
Chapter 4 for a complete discussion of disabiUty pLm issues. This 
plan was selected because it closely conforms to typical private 

A long-term insurance plan provided by the government would 
pay 60 percent of pay for employees permanently disabled. Up to 
24 months foUowing onset, eligibiUty mmld be based on a medi^ 
finding that the employee » unable to perform the duties of his 
then current position, or a vacant position in the same grade or 
pay level in the same a^^u^ and commuting arw. AiIct 2i 
months foUowing onset, ben^ta would cwtmuoaiW^ the indi^Td- 
ual met the social security definition of disabihty. Whenever an in- 
dividual is entitled to social security the long-term msuranoe pm 
would offset the PIA by 100 iieroent After the oC&et the benefit 
would be no less than the accrued retirement bmiefi^ but no more 
than the normal retireroc^it benefit projected for ago 65. 

A worker would become elkible for the lang4erm msurance after 
six months on the job. The CW-As (applied to ths ikrf Umg-term dis- 
abiUty payment—eO pen«nt of tlnal pay minus the mitial social se- 
curity PIA) would be the same as under the retirement formula m 
each plan. Long-term disability benefits would terminate upra 
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medical recovery or attaimoent of age 62. At that point the individ- 
ual s benent would be converted to a retirement benefit based on 
projected years of service from date of hire to age 62, using the re- 
tirement benefit formula. Wages used in determining the retire- 
ment would not be indexed. 

V. Survivor Bknr^ Provkions Used Wrra luLuenrRAnvK 

One survivor benefit plan is used for each of the opUonal retire- 
ment plans. The survivor ^lan was designed to closely replicate the 
survivor benefit ownputatKm pnxsec'ure, i.e., the private sector as 
well as the CSRS benefit withmit a minimum guarantee. Because 
survivor benefits are related directly to benefits computed under 
the retirement formula, benefit amounts that result horn this pro- 
cedure when used with a redesigned retirement plan will differ 
n-^Hn those under the current plan. 

It is assumed that the postretirement survivor benefit will be 
provided at the option of the retiree, as it is under current hiw, and 
with the same anthmetk rediK;ti(m to the annuity of the retiree— 
2.5 percent of the first $3,600 in annuity (unindexed) plus 10 per- 
cent of the annuity above that amount The survivor benefit is 55 
percent of the annuittr before this reduction. 

The retiree could elect to provkie an actuarial equivalent benefit 
to any designee. Otherwise there is no benefit paid to children, di- 
vorced spouses, or other survivors, 

VI. Analysis of Coots of Five Iixustbativk Plans 

These five plans have been designed and their accrual rates cali- 
brated to achieve a uniform cost to the Federal Ck>vemment as em- 
ployer. Because the amounts that employees contribute vary ftxMn 
plan to plan, the overall generosity of benefits also varies. Table 5- 
2 compares normal costs bn^en down by plan component and com- 
pares the five pUns to each other and to tlw current C9RS. The 
CX)LA relative to each plan has been included in the cost of each 
benefit component. 

TABU 5-2.-PR0J£CrE0 mm cm BY BO01T OmPOm (WCLU0W6 COLA) m 
IIUSTRATIVE PWNS AMD THE CWMflENT CSRS 
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The table shows a considerable drop in the amounto that are 
spent by aU five plans fiw retirwnent benefits, compared to nmilar 
tmsf^ta in the current system. Some of this loss in plans I throo^ 
V would be made up by social security benefits. Yet. even plan I, 
the 100 percent oJSwt plan, would show lower amounts on volun- 
tary retirement benefits after the sodal security component is 
added. This loss would occur because of tl?e difflwwice m V^ymetA 
provmos between the two programs dtocuased earlier (dependents, 
portable benefits, etc.). , . 

Plan n, a 50 percent offiwt idan with no employm oontributiona, 
shows that, in addition to the loss money for retireroOTtben^ts 
caused by the differences betwe«i social security and a far- 
ther reduction in fimds for retirement occurs because of lower em- 
ployer oMitributimis. . . , ^ i 

Wan la a 50 percent oflfeet plan with a lower-cost ca^ accu- 
mulation plan, reduces expenditures for voluntary retirement 
through alower accural rate in the benefit formula. The ^cural 
rate was selected so as to adiieve savings sufficiimt to pay fiw ttoe 
capital accuroulatMm {dan. . ^ ^ «i 

in plan IV, a 60 percent of&et plan, the accrual rate was «^ually 
increased over those of idans H and HI, even thou^ plan IV has 
the same integration tecfanraue and a hirfier cost <»pital wxumula- 
tion plan than does plan Bft. Plan IV, however, has eariy Jrtire- 
ment reductions and a lower OOLA, both of which reduce cdsts of 
voluntary retiremrat. , . , ^ 

Wan V, an add^ plan, with a higher <»^t4«f^»J»^ 
plan, also has early retirement reductions and reduced OOLA. Dif- 
ferences in the voluntary retirem«it costs of pUns IV and V are 
insignificant and result more fiwn irreducible dif&rraces in the as 
toanal programs developed to prcrject their oiets. As^wn in 
Chapter 4, an adAon and of&et pbui costing the «me with other 
provisions held constant merely distribute expenditures differently 
across the income scale. -^^^ 
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Benefit reduction rules and a smaller CX)LA alsp have strong ef- 
fects upon the costs of non-voluntary benefits because non-volun- 
tary retirement occurs at any age wiUi 25 years oi service or at age 
50 with 20 year? The three precent reducticm for rach ymr under 
age 62 substantially reducair those benefits, The impMt on non-vol- 
untary benefit exjpenditures for plans I, II, and III is not substan- 
tial. It generally follows the pattern of differences discussed under 
the previous section on voluntary retirement 



As discussed previ<Hisly, social security pays benefits under some 
circumstances not payable under the current CSRS, Thus, if social 
sectuity were added to thc^ provision expenditures, courts would 
exceed those of the current system for plans I and H by about three 
to four percent 

A more significant finding shown by this table is the extent to 
which the introduction of a capital accumulation plan in plans III, 
IV, and V, and die early retirement reductions and COLA costs in 
plans IV and V, have lowered the amounts payable under the sur- 
vivor provisions. The survivor benefit component is heid cmstant 
across all five plans. Because the poetretirement survivor benefit is 
linked to the retirement benefit formula, the cost of the survivor 
component drops as much as 0.5 percent of imy with the drop in 
retirement expenditures. 



In contrast with survivor benefits, which were held constant and 
were limited to retirement, disability benefits were held constant 
and calculated independently, Hius, survivors shuare the losses in 
amounts spent on retirement benefits to help pay for capital accu- 
mulation plans, but expenditures for diaabilitv benefits are a direct 
result of the computation of disability benefits under th t compo- 
nent's separate formula. Because disability annuitants would re- 
ceive a flat replacement rate guarantee, most of which would be 
paid through social security, the disability component is not sub- 
stantially affected by the introduction of capital accumulation 
plans in plans III, IV, and V, This can be seen by the relatively 
constant expenditures projected for disability across all plans. 



Social security increases Federal expenditures for portable bene- 
fits to civil servants who separate before retirement by approxi- 
mately 1,8 percent of pay for the backdrop plans. Thus, it the social 
security portability amount is added in on each of the five plans, 
all would show grater expenditures for deferred benefit rights 
compared to the current CSRS, 

Plan 11 pays more in deferred rights than does plan I because in 
plan II there are no employee contributions* Vested employees in 
plan II do not forfeit rights if they separate. In plan I, some em- 

{►loyees withdraw contributions and forfeit rights to future benefits, 
n plans III, IV, and V, these expenditures are a function of the 
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vested rights given under the capital accumulation plans, which 
cause increases in deferred or portable rights even though the re- 
tirement expenditure is lowBr. 

F. EMPtX>YraC CONTRIBUTIONS 

The current CSRS and plan I both require total employee contri- 
butions of seven percent of totalpay. In plan I that seven percent 
includes the social security (OASO)!) tax. Plan II requires employ- 
ees to pay only the OASDI tax. Plans III, IV, and V grant employ- 
ees the opportunity to save up to six percent of salary in a capital 
accumulation plan. Plan III matches half of the employee contribu- 
tion, plans IV and V match the entire amount. Assumed average 
contributions can be seen in table 5-2. As figures 6-1, 5-2, and 5-3 
show, fully participating in these capital accumulation plans pro- 
vides substantial increases in replacement rates payable at age 62. 
Expenditures for capital accumulation plans increase overall ex- 
penditures for r^rement 

In effect, plans HI, IV, and V cause employees, espeaaUy those 
who are higher paid, to pay more if they desire to retain the retire- 
ment benefits of the current system. Plans IV and V, moreover, re- 
quire eraployero to jwy more to retain early retirement and COLA. 



APPENDIX A: ADDITIONAL INFORMATION ON RETIRE^ 
MENT SYSTEM PRACTICES IN THE PUBLIC AND PRIVATE 
SECTORS 



L Civil Service Retirement System 

This section provides a summary of general CSRS provisions that 
apply to most Federal employees and their survivors. For a more 
detailed explanation, see Background on the Civil Serviix Retire- 
ment System prepared by the Congressional Research Service (CRS) 
for the House Committee on Post Office and Civil Service (Commit- 
tee Print 98-5, April 20, 1983), 

A, SUMMARY OF GENERAL PROVISIONS THAT APPLY TO MOST EMPLOYEES 

AND SURVIVORS 

J. General 

a. Salary base,— Average of high three years earnings* 

b. General formulcL — Salary base times sum of: 
, . — 1 percent for first five years service; 

—1% percent for next five years service; and 

— ^Two percent for remaining years* 
Maximum of 80 pen^nt of salary base- 
€, Employee contributions, —Seven percent of covered salary* 

Voluntary service retirement 

a. Conditions: 

—Age 55 with 30 years service; or 

—Age 60 with 20 years wrvice; or 

—Age 62 with five years service* 
6* Benefits. — General formula* 

S, Involuntary retirement 

a. Conditions: 

—Age 50 with 20 years service; or 

— Any age with 25 years service* 
h Benefits-General formula reduced by Vb of one percent for 
each month under age 55 at retirement* 

4* Disability 

a. Conditions. —Five years of service* 

— Uirable to perform services of the current or an equivalent 
position in the same agency and commuting area because of 
disability* 

b. Benefit— General formula with minimum of 40 percent of base 
salary for most employees* 

(219) 
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5. Vested deferred annuity 

€L Conditions— Five years of service, 

6, J3en€/if.— Refund of contribution with(Hit interest or accrued 
general formula payable at age 62, 

6. Survivors 

(L Conditions."The decedent must have been an employee with 
18 months' service or an annuitant who elected a reduction (chil- 
dren's benefit payable even if a reduction is not elected), 

—An unmarried (or married after age 55) surviving spouse is 
entitled to a benefit. Children must be und^r age 18, or 
under age 22 if a student, or disabled, 
b, BenefiL—Spouae of employee~55 percent of general formula 
with minunum of 22 percent of salary base for most survivors, 

—Spouse of annuitant— 55 pen»nt of portion of the annuity on 

which reduction was taken. 
—Children— Updated per year per child up to three children. 
This amount is increased by the cost-oMivii^ formula, 

7. Cost-of-living adjustment 

After recent changes in the law, annuities are to be adijusted 
each December by the amount that the Consumer Price Index (CPI) 
for the third quarter of that year exceeds the third^uarter average 
of the previous year, 

B, SUMMARY OF PRKSKNT CIVIL SKRVICK 0ISABIUTY PRACTICES 

Under the current civil service retirement system (CSRS), em- 
ployees are eligible at any age for disabilHy retirement after five 
years of creditable service and if they are unable, because of dis* 
ease or injury, to perform the duties of: (1) their current position; 
or (2) a vacant position at the same grade or pay level for reassign- 
ment in the same agency and commuting area. An employee who is 
unable to do one or more essential functions of his or her current 
jcb because of a disabling condition (expected to last at least a 
year) is considered disabl^. The system does not provide for par- 
tial disability (i,e,, it will not pay a portion of the full disability 
benefit for less than full v disabling injuries). 

The annuity begins the day after separation from service. The 
employee receives either an annuity computed under the standard 
retirement formula, or, if lari^er, a guaranteed minimum annuity 
of the lesser of 40 percent of high-three average salary or the annu- 
ity that would have been paid if he continued working until age 60 
at the same high-three pay. Employees with less than 22 ^ears of 
creditable service generally receive the gr'aranteed mmimum. 
After entitlement, disability annuities are mll> 34justed for infla- 
tion, with no additional benefits for dependents. 

At the discretion of the Federal Office of Personnel Management 
<OPM), a disability annuitant may be required to undergo periodic 
medical reevaluations. These may occur annually until the annui- 
tant reaches age 60, If a disability annuitant is pronounced recov- 
ei«l, his annuity ceases one year from the date of the medical re- 
evaluation or, if earlier, upon Federal reemployment. Disability an- 
nuitants are also required to report their annual earnings, if in 
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any calendar year the annuitant's income from work is at least 80 
percent of the current salary of the position fram which that 
person retired, his or her earnings capacity is considered restored. 
Benefits will therefore cease the following July, or upon Federal re- 
employment, whiclKver occurs first Re(»vered annuitants are con- 
sidered involuntarily separated as of the date the disability annuity 
stops but they can become eligible for CSRS retirement benefits 
when they meet the age and service requirements. 

Por short-term disability, each fiill-time employee receives four 
hours of sick leave every two weeks, or 13 days a year, which may 
be accumulated for future use. This protection is not part of the 
disability retirement system and so does not affect its cost. 

C, CURREKT CSH8 SURVIVOR BENEFIT PLAN 

/. Preretirement survivor benefits 

The CSRS provides survivor benefits to widows and widowers of 
Federal workers who die while still working and who had at least 
18 months of Federal service, provided they were married at the 
time of death and had been married for at least nine months 
unless death was accidental). Unlike social security, divorced 
spouses are not automatically eligible for survivor benefits, regard- 
less of how long the marriage haa la^Ftcd^ although a domestic rsla- 
tions court may stipulate that survivor benefits be provided Also 
unlike social security, CSRS survivor benefits are pay^Ie to the 
widow or widower at anv age and without r^ard to earned income 
or the presence of children. However, CSRS survivor benefits are 
terminated if the widow or widower remarries before age 55, Social 
security benefits are terminated for remarriage before age 60, 

In cases of preretirement death, spmise survivor benefits are 
equal to 55 percent of the amount the deceased employee would 
have received had he or she retired at the time of death. This 
amoun^ is known as the **eamed annuity/' However, to provide a 
floor under the benefits to the survivor of a young worker who die«i 
with short service, a minimum benefit is providra equal to 22 per- 
cent of the employee's average high-3 salary, or 55 percent of the 
retirement annuity he or she would have recei^ with years of 
service projected to age 60, whichever is less. For young workers 
who die with less than 22 years of Federal service, the minimum 
that usually pertains is 22 percent of the average<»b!gi^3 years fmy. 

Benefits are also paid to surviving children of a deceased employ- 
ee, provided they are under age 18 (or age 22 if in school or anv age 
but incapable of self-support) and are unmarried. Somewhat lower 
children s benefits are paid whe^ the deceased is survived by a 
( ouse who is eligible for the spouse survivor benefit. If a deceased 
worker has a surviving spouse, each child gets an annual amount 
which is the smallest of: 

• 60 percent of the high-3 years' average pay of the dei^ased 
worker, divided by the number of children, or 

• $2,805 (indexed annually to the CPI), or 

• $8,417*3 (also indexed), divided by the number of children. 



*» These amounU will remain in effect until January. 19^. 
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In most cases, the benefite are $2,711. If a deceased worker has no 
surviving spouse or is divorced, each child gets the smallest of: 

• 75 percent of the high^ yeare' average pay of the deceased 
worker, divided bv the number of children, or 

• $3,368 »* (indexed), or 

• $10,106 ** (indexed), divided by the number of children. 
In most cases, the benefits are $3,368. 

i. Poetretirement survivor benefits 

At the time of retirement, narried workCTshave the choire of 
providing a spouse survivor benefit Under C5SRS before enactment 
of P.L. 98-615, this choice was available only one time to any oi» 
person. TherefoWv if the retiring individual were marned at the 
Stne of retirement but elected no survivor coverage for that spouse, 
he or she could never again elect spouse coverage, even if after 
tirement the pereon were widowed or divorced and subsequently re- 
married. However, if that same person had elected spouse survivor 
coverage at the time of retirement, survivor coverage could be pro- 
vided for a spouse acquired after retirement. Under new law, a re- 
tiree may provide survivor coverage for a spouse acqmred after the 
retirement if that coverage m elected within two y^of mama^ 
and if a deposit of the amount of the survivor reductwm, phw sui 
percent interest, is made back to the time of retirement (or the last 
date a reduction had been made for a previous spoiwe). Siwuse sur- 
vivor coverage may be rejected for a spouse acquired after mar- 
riage, in which case there is no subsequent opportunity to reelect 

Retiring workers electing spouse surviwr ben«*»i8 /g^^ 
accept a reduction m their annuity equal to 2.5 percent of the first 
$3,600 per year and 10 pereent of their annuity above that amount 
This reduction entitles the surviving spouse to 66 percent of the re- 
tiree's full life annuity (before the reduction). Alternatively, a retir- 
ing worker may elect to provide less than this ftiU wirvivor benefit, 
inwhich case the retiree^s annuity is reduced by 2.5 percent of the 
first $3,600 and 10 percent <^ the annuity above that amount up to 
the limit he or she specifies as the baae upon which the survivor 
benefit is to be computed. If, after retirement the marriage of a 
retiree who had elected a reduced annuity to provide sumvor cov- 
erage ends, his or her annuity is increased to the fiiU 
Upon remarriage, the annuitant has two years in which to elect 
survivor coverage for a new «pouse, and the retirement annuity 
wUl again be reduced to provide that coverage, althou^ a deposit 
must be made to cover the time during which no reduction was m 
effect. If this election is not made withm the first two years of mar- 
riage, there is no other opportunity to elect spouse survivor cover- 

"^ile a reduction is made in a retiree's annuity to provide survi- 
vor coverage, the amount of that reduction is not equal to a ftill 
actuarial reduction that would cover the cost of tiie survivor bene- 
fit The CSSRS uses an arithmetic reduction that is currentiy ecnml 
to approximately one-half of the cost of providing survivor benefits. 



See fooUto^ outlier 53, 
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Therefore, the Federal Government, as the employer, subsidizes 
part of the survivw benefits. Hie government's subsidy will eventu- 
allv decline to about 40 percent of the cost of enirvivor benefits. 

At the time of rrtirement^ the <tecirion to provide no survivor an- 
nuity or to provicte less than the full amount requires the written 
consent of the spcmse, and the consent must be notarized. Before 
enactment of P.L. 98-615 for CSRS and P.L. 98-397 for private pen- 
sions, spouse consent was not required to. waive survivor benefits. 
If, for any reason, the worker cannot (^trtain the isqpouse's mgnature, 
the retirement application can be submitted to 0PM wiUiout it 
OPM then makes a good faith effort to locate the spouse and notify 
him or her of the electicm. After this effort is made, tl^ application 
is processed without the spouse's consent and no survivor benefit 
is provided. 

Once retired, a Federal worker receives the annuity to which he 
or she is entitled, regardlesB of inomie from postretirement em- 
ployment. While the retiree is alive and married, no additional 
benefits are provided either to the spou^ or because ti» retiree is 
married. Single retirees and marriai retirees are eligible for the 
same annuities if they have the same sei vice and final average sal- 
aries, the only difference being the elective reduction in the month- 
ly benefits to a married retiree to provide spouse survivor coverage. 

BeneHts are available to surviving children of deceased retirees 
in the same amounts and under the same criteria that pertain for 
preretirement death. 

The CSRS also allows retiring workers to proviiie survivor bene^ 
fits to a person who has an ''insurable interest" in the retiree. An 
insurable interest exists if the person named may reasonably 
expect financial beneHt from the retiree's continued life. 



A former spouse or a current spouse may be nano^ as an insur- 
able interest if a spouse survivor oenefit is provided for one or the 
other. A retiree naming an insurable interest accepts an annuity 
reduced by 10 percent plus five percent for each full five years by 
which the named beneficiary is younger than the retiree, with tte 
reduction not to exceed 40 per»nt. The ber-^fit to the named indi- 
vidual is 55 percent of that reduced annuity, paid after the death of 
the retiree. 

Federal employees may leave the civil service before eligibility 
for retirement but leave their contributions in the retirement fund 
and draw a deferred annuity which may begin at the age of 62. If 
such a person dies after having b^un to draw the deferred annu- 
ity, the surviving spouse is eligible for 65 percent of that annuity if 
a survivor benefit had been elected. However, if such a person dies 
before reaching age 62, no survivor annuity is paid, but^the spouse 
receives a refund of the contributions that had been made into the 
fund. The only exception to this rule is survivors of former Mem- 
bers of Congress. Widowed spouses of former Members of Congress 
mav receive a survivor annuity based on a deferred annuity that 
had not yet commenced if they were married to the Member when 
he or she left Congress. 

Civil service survivor benefits to surviving spouses, children and 
persons receiving insurable interest benefits are paid monthly and 
are automatically adjusted for changes in the CPl in the same way 
and on the same schedule as annuities to retirees. 
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IL Social Sbcubtty 

This section providee a summary of general social security provi- 
sions that apply to most covered employees and their survivors/ For 
a more detailed explanation of the social security system see Back- 
ground Material and Data on M<^jor Ptogranw witkm th^urtsdw- 
tion of the Committee on Ways and Means. Committee Fnnt 
February 8, 1983. p. 13-88. 

A. BBIKT SUMMARY OP SOCIAL SBCUKmr PROVISIONS THAT APPLY TO 
MOerr KlCPLOYKEd AKD SUBVIVORS 

1. General 

o. Salary tese.— Average of earned monthly earnings covered by 
social security, but updated to take account of changes m wage 

levels over time. j.. cu> * ^ 

b General formula.— {Frimary Insurance Amount>— 90 percent of 
first $280 of average monthly earnings, 32 percent of awrage 
monthly earnings between $280 and $1,691 a month; and 16 per- 
cent of the remainder. , . , . 

c Employee contributions.—b.l percent of salary m 1985 mcreas- 
imr to 6.2 percent after 1989 up to the social security maximum 
saLry ($39,600 in 1985). (Total including medicare is 7.05 percent in 
1985 increasing ultimately to 7.65 percent in 1990.) 

2. Full benefits at voluntary retirement 

a. Conditions.~Age 66 with It) years service increasing gradually 
beginning in 2003 to age 67 in 20^7. Workers bom before 19^9 need 
less than 10 year*' service for t&is and other benefits. 

b. Benefit—General formula, increased if older than fuU retire- 
ment age. 

S. Early retirement 

a. Conditians.-Age 62 with 10 years service. 

b. Benefit—General formula reduced by % of one percent lor 
each month before retirement age. 

4. Disability 

a Conditions.-Vnahle to perform any job bemuse of disability 
after 1.6 to 10 years of service depending on age. For those over age 
30, five years service in last 10 is also required. 

b Benefit— General formula, with some modifications, paid be- 
ginning five full months after disability. 

5. Vested deferred annuity 

a. Conditions.— 10 years of service. 

b. Benefit— Early retirement formula payable at age bl. 

6. Survivors of deceased employees or annuitants 

a. Conditions: . u u 

—For benefits for children, or for spouses who have a child 
under age 16 in their care, the deceased employee must have 
18 months of service; 
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—Spouse must be: 

• a|pe 60 or over; or 

• disabled and at lenrt age 50; or 

• *«* eligible child who is under age 16 or disabled. 
--Each chiM must be under age 18, or age 19 if in high school, 

or disabLad. 

—The family is limited to betvreeo 160 to 188 peitent of the 
general formula. 

7. Dependenta of annuitants 

a. EligiHlity: 

—Spouse must be age 62 or older or caring for an eligil!e child 

under a^ 16 or disabled. 
—Each child must be under age 18, or age 19 if in high school, 

or disabled. 

b. Benefit: 

—Spouse receives half of (general fbrmula but reduced 25/86 of 
<me percrat per nMmth if qxrase ^ umter mmnal retinm^t 
ittpe; and 

—Each diild receives half of general formula: Imt 
—The family, including former worker, isUmited to between 
160 and 188 percent of the general formula. 

8. Inflation adjustment 

Annuities.^lncreaaed in December by the amount of the in- 
crease in prices since the last benefit increase if the increase is 8 
percent or more. Future increases will be limited to the lower of 
mcrease in prices or wagee if the fund foils below a ^wcifk level. 

fliaximum salary, and earnings breakpoints, are indexed mage 
increases. 

/. Social security 

The Social Security Disability Insurance (DI) pttMpram provides 
monthlv cash benefits for workers under age 65 (and their depend- 
ent*) who meet the definition of disability and are "insured" under 
the program. Workers are insured for disabUity if they: (1) have 
one quarter of coverage fin- each vear elapsing between a|^ 21 and 
the year they become disabled (with minimum of six and maiAmxx^ 
of 40 quarters); and (2) except for v&nom who are disaMed belvHe 
age 31, have a total (rf* at leMt 20 quarters <^ covens during the 
40Hquarter period ending in the mir-ter in which they became dis- 
abled. Workers who are disabled heioire age 81 most have tfrtal 
quarters of coverage equal to half the caitnidar qoturters whkh 
have elapsed since th^ reached age 21, muting in the quarter in 
which they became disabled. A minimiinr ^ six quarters is re* 
quired. 

Disabilit^f u generally defined as inability to engage in any sub- 
stantial gainful activity (SOA) by reason of a physual or mental 
impaim^t. The impairment must be nwdically determinable and 
expected to last for at least 12 months or to result in death. A 
person mav be determined to be disabled only if, due to this im- 
pairment, he is unable to engage in any kind of substantial gainful 
work, considering his age, education and work experience, which 
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exists in the national economy, regardleas of wlwther such 
exists in the immediate area in whteh he l»ves, or ^rhethw a speof^ 
ic job vacancy is available, or whether he wouW m fa^. ^J^jea^ 
he applied for work. There are special defimtions and eUgibihty re- 
quirements for perwms who are blind. . , . , j. u i * 

An initial five-month waiting period is ^^^J^"^^ ^^^^l 
insurance benefits will be paid. A worker disabled for at least 24 
months is eligible for medicare benefits. 

A worker's social security benefit ts based on his earmi^ history 
in jobs covered by the social se^irity system. Tte workers past 
eaiSiiis we updated throu^i «i indexing procedure to take ac- 
count of the growth in average wages over the yeare. These in- 
dexed earnings are then a^raged oj^^^ ^ JST^^'SJ^^mU 
derive an average earnings figure, which is used in ttie formula 
that determines initial benefits. Both earnings and the formula are 
adiusted each year to take account of the average growth m wages, 
SoTthat initial benefit levels wiU remain stable relative to changes 
in the staiidard of living. Years of lowest earmngs after age 21 (up 
to five) may be excluded from the computation of average career 
earnings, the number of years excluded is proportional to the age 

**^BenS^tevels are generally related to career eamingB, but a 
"weighted" benefit formula gives higher relative benefits to low- 




bependents' benefits are calculated as a peroenta^ oi ine worner » 
basic benefit, subject to a family maximum. Benefits received after 
the first year of entitlement are periodically adjusted to keep pace 

^DfeabmtSTbenefits continue until it is determined that the indi- 
vidual is (»pable of performing substantial gainful activity. Bene- 
fits cease three months after such a determmation. The law re- 
quires that nonpermanently disabled beneficmnes have their eligi- 
bility reviewed at least once every three years. 

Currently, earnings of $300 or more a month are considered 
prima facie evidence of abilitv to engage m subetential gainful ac- 
tivity. However, a 24-month ''trial work ^^ ^"'Tli^/Si S 
abled beneficiaries who attempt to worie During tiie first IZ 
months of work, earnings are disreganted and benefits are not paid 
for any month in which the individual is engaged m substantial 
gainful activity, but the individual is remstated automatiwiUy if 
lamings fall lilow the SGA level. Medicare benefits mav be con- 
tinued for 24 months after the expiration the tnal work period 

If an individual medically recoverB to tlw extent that he no 
longer meets the defmition of disabUity, benefits are terminated re- 
^« ^ of the "trial work" provision. Only one trial work period is 
permitted for each period of disability. 

When a disabled worker under age 65 qualifies for disability ben- 
efits that are provided by Federal, State and loca^ governments and 
wirker^ compensation, the social security benefits payable to him 

»» Social security benefita are incrMwed in Decwaber <rf each yw wheti mtta^kjo me««i»d 
by tl2c^n^SS^Wi«Imte« riae. by three percent or more fr«i, the approEiniate Ume of the 
last benefit increase 
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and his family are reduced by the amount, if any, that the total 
monthly benents payable under all the progranM exceed 80 percent 
of his average current eaminffs before he became disabled. Needs- 
tested benefits, Veterans' Administratimi ditnbility ben^ts, and 
benefits based on public employment covered by sooal securi^ are 
not subject to this provttkMnu 

m. Technical and Backoikhjnd Iniormation on Privatb 

Pbneoon Plans 

This sectkm prov^es technical and background information oa 
private pendon plans including: (1) their l^toient under the In- 
ternal Revenue Code of 1954 and the Employee Retirement Income 
Security Act of 1974 (ERISA), (2) pension coverage, (3) distribution 
of benefit formulas for 0i*!set and step-rate plans; and (4) a brief de- 
scripUcm the capital accumulaticm plims offered by private 
sector employers. 

A. BRISK SUMMARY OF TRK BMm>TSR RBTIREMENT INC90ME SECURm 

ACT OF 1974 (ERISA) 

Most private sector employee benefit plans are subject to mini- 
mum standards required by ERISA. ERISA is designed to protect 
the interests of pension plan participants and ben^daries. Public 
employee pension plans and those sponsored by churches are gen- 
erally not subject to the law. Public ^ployee pension plans howev- 
er must still comply with the pre-ERISA requirNnents of Uie tax 
code. Tlie^ place specific limitations <m benents and contributions, 
set participation standards to ensure that cnich plans will not dis- 
criminate in favor <^ highly compensated employees, and require 
that funds be managed for Uie exclusive benefit of participants and 
beneficiaries. 

ERISA supersede all State laws that relate to employee benefit 
plans except for State insurance, banking and securitiee laws. An 
employee benefit plan may be either a pension plan (retirement 
benefits) or a welfare benefit plan (other kinds of employee benefits 
such as health and disability insurance). Most of the law's provi- 
sions deal with pension plans. 

ERISA does not require employere to provide plans, but tYume 
that do must meet its rules. ESRISA sets minimum standards on: 
—who must be covered (participation), 

—how long a person has to work to be entitled to n i^nsion 
(vesting), and 

—how much must be set aside each year to provide pensions 
when they are due (ftmding). 

ERISA requires high fiduciary standards, reporting and dii^lo- 
sure requirements and pension benefit insurance. 

Enforcement is assigned to the Internal Revenue Service/Depart- 
ment of the Treasury (participation, vesting, ftmding standards), 
the Department of Labor (fiduciary standai^, and reporting and 
disclosure requirements), and a nonprofit government corporation 
named the Pension Benefit Guaranty Corporation (pension benefit 
insurance provisions). 
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B. TAX TREATMENT 0¥ PRIVATE PENSION PLANS 

Private pension plans receiw favorable tax treatment under the 
Internal Revenue Code. If a pension, profit-sharing, or stock bonus 
plan qualifies under the tax law (i.e., qualified plan), then: (1) a 
trust under the plan generally is exempt from income tax; (2) em- 
ployers generally are allowed deductions (wiUiin limits) for plan 
contributions for the year for which the contributions are made, 
even though participants are not taxed on plan benefits until the 
benefits are distributed; (3) benefits distributed in a lump sum may 
be accorded special long-term capital gain treatment or 10-year 
income averaging treatment, or may be rolled ove^, tax-free, to an 
individual retirement arranaement (IRA) or another qualified plan; 
and (4) limited estate and gift tax exclusions are provided. 



C. PRIVATE PENSION COVERAGE 



Practically all private sector workers are covered by social secu- 
rity. About half of them are also covered by an employer-sponsored 
pension plan. Daniel J. Beller, an economist with the Department 
cf Labor, prepared a report on patterns of worker coverage by pri- 
vate pension plans. The report was based on data collected by the 
Bureau of the Census as part of a spwrial supplement to the May 
1979 Current Population Survey (CPS). The terra coverage, as 
used in Beller's study, refers to employees who have met eligibility 
requirementii for membership (i.e., participation). It does not in- 
clude workers who are employed by firms with plans but who are 
not participating in the plan. At the tune of his survey, workers 
could be excluded unless they had one year of service, or reached 
age 25, whichever came later. Once a worker is covered by a pen- 
sion plan, he must still meet the plan's vesting and retirement eh- 
gibility requirements to receive a pension. 

Beller found that about 35 milUon of the 60 million fuU-time 
wage and salary workers were employed in May 1979 by firms 
which sponspred or contributed, on behalf of their employees, to a 
private group retirement plan. About 30 million workers m th^ 
firms— or about 50 percent of all full-time workers— had met the 
plan's participation requirements. About another 10 percent of full- 
time workers were in jobs covered by a pension plan but had not 
yet met the plan's participation requirement.** 

Beller found that while the coverage rate for young workers was 
low (27 percent under age 25), it generally increased with age, 
reaching 65 percent for workers aged 50-64. This suggests that 
many workers, though not covered when yming, will finally receive 
pensions. Beller cautions, however, that many of the covered work- 
er? over age 50 were not yet vested and might retire or die before 
qualifying for benefits. Others might not be covered in their roost 
recent job but may be entitled to a vested pension from previous 



stMicest that it io iaappropriat*! to descrflae pension oorew^e among all ^^""[liJ^ 
Spu»to«ly workwVwSo meet ERISA «and«nte for 

^ •Srken. meeting the former ERISA partkipatkm 8tan^ "Hf^^^ u^::J^t^ 
wofkert age 25 or with one year of tetYice). I7«««.f«««?«/^«g^^ 
fiO pereenTto about 61 penxnt. The Retireipent Equity Act of 1984 (PX. 98-897) reduced tfte age 
for partidpotwn to 21. 
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work. Because of these fmHora, Beller was not able to relate the 
arrarage ratio to the percent of retirees who ultimately will receive 
penmona. 

Beller fkMind that the ovi^tdl coverage rate for men (66 percent) 
was substantially higher than for women (40 percent). Tlie higher 
coverage rate for twn resulted from hfAh a grrater imifaability of 
being emplcnred by a finn sponsoring a retirement plan and, among 
workers in nrna» with plans, a higher probability of bein^ covei^ 
by the plan. Other factors such as tenure, age, inclusion in a collee* 
tive baiigaining unit, siaoe of establishment, industry, occu^tion, 
income and race were also related to the rate of coverage* lliis is 
summarized in table 



Who is cwmrdt 

• about 60 percent of all fiilHime worken9 were participatittg in a compmy 
penflicn plan. 

• another 10 percent ftill-time wmters in jobe coveml by a penaim 
plan but had not m«$t the lean's par^ipatmi m^iirementa (Bge 25 and one 
year aervke^ 

• 84 percent of full-time workenB m laiige ami medium (10O-250 eroployeea) 
sized companies. 

• 78 percent of union ^ployees. 

• 61 percent of profewiofud luid technkal workera 

• 72 percent of workers earning $15,000 or more. 

Who is noi covered? 

• 66 percent of workers in small ftrn» (leas than 100 employees). 

• 70-75 percent of retail and service workers. 

• 69 percent of low wage workers earning lem than $10,000. 

• 60 percent of women. 

« 60 percent of mm-unioR workers. 

Source: Dep^rtnient of Labor Ansiyats of Sumui of the Cenmts May 1979 Cunent Pdpuiatton 



Some preliminary findings from a 1983 survey show that pension 
coverage is sensitive to business cycle conditions. Because of the re- 
cession, pensior '^overag^ dropped four percentage points from 60 
percent in 1976 ^ 46 percent in 1983. TTie data supporting the find- 
ings stem from a nationwide survey sponsored by the Employee 
Benefit Research Institute (EBRD in oomunction with the Depart- 
ment of Health and Human Services (DKCHS), and conducted by tlw 
U S. Bureau of Census during its May 1983 Current Population 
Survey. While petision onrerage among women incr^sed slightly^ 
pension (x>verage for men slipped through layoffs, dismissals and 
plant closings in many of the high coverage manufacturing indus* 
tries. 



Despite an apparent leveling off in the percentage of private 
sector workers covered by pension plans, the number of individuals 
receiving benefits is increasing rapidly as the private pension 
system matures.*^ According to Bureau of the Census figures, the 



For a further disctiantm Tremte in P^twion Covf^r^ and Benefit Receipt^ 
J. Schte(>er. the Oen>nti>fcfl;ist, vol 22, fw. 6, 19(82. 



TbWf A-l— Pension Plan Covera^ in May 1979 
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number of elderly individuals receiving private pensions has more 
than doubled in the last decade— growing from 2.1 million m 1969, 
to 3.3 million in 1974, to 4.8 million in 1980. „ , „ 

The Department of Labor's Survey of Private Pension Benefit 
Amounts shows that the average pension received in 1978 was 
$3,676 (in constant 1980 dollars). The average alone can be mislead- 
ing since it reflects both long and short working careers and in- 
cludes persons who retired many years earlier whose pensions have 
not kept pace with inflation. For example, the average benefit re- 
ceived by persons age 55-59 was |4,817-over 30 percent greater, 
for persons age 60-64 the average benefit was $4,576— about 25 per- 
cent greater. , , _ 

There is a significant difference between the average benefit* re- 
ceived by men and women. The average pension benefit received by 
male retirees in 1978 was $3,957— $1,409 greater than the average 
female benefit of $2,548. Thb difference would be related in part to 
average preretirement earnings. Male preretirement earnings aver- 
aged $21, 429~more than 50 percent above the female average of 

$i4.o:u. 

E. RCTlREMKNT BENKFrT K)RMULA8 COVBRING SALARIED EMPLOYEES 

Salaried employees are primarily coverfcu* by earnings-related 
plans integrated with social security. The Bureau of Labor Statis- 
tics (BLS) provided CRS with a special tabulation of offset and step 
rate benefit formulas for plans in their 1982 survey of employee 
benefits. The survey provides representative data for 21 million 
full-time employees in a cross section of the Nation's private indus- 
tries. The BLS studied 976 pension plans representing 17.6 million 
participants. The survey was designed to provide 0PM with infor- 
mation on benefits of private sector employees in order to compare 
them with benefits of Federal workers. According to 0PM design 
specifications, it excludes firms in Alaska and Hawaii and estab- 
lishments employing fewer, depending on industry, than 50, 100, or 
250 employees. Because of these and other exclusions, the data do 
not statistically represent all employees in the United States, nor 
even all employees in private industry. It is the broadest survey of 
pension practices and other employee benefits in the private sector. 

/. Offset plans 

Table A-2 is based on 221 offset plans. The table shows the par- 
ticipants covered by these plans are broadly distributed. About one- 
half the participants are in plans providing a benefit accrual of be- 
tween 1.5 to 1.75 percent of final average earnings, with van^ng 
percent offsets of social security, for each year of service. Offsets 
between 1.25 and 1.67 percent are common. 
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2. Step-rate plans 

It is even more difficult to suroroarize the benefit formulas in 
step-rate plans because of an added dimension—the int^(Tati<m 
level above and below which the different accrual rates are ap-^ 
plied. One way IRS afrmits plans to establish the mtegration 
breakpoint is to use the average of the maximum social security 
taxable wage bases in effect during each employee s work history 
(^^.eSfthrough 1954, $4,200 threugh 1958, $4,800 Oiroigh 
1965, etc.). Since employees retire at different tunes, the aUpwable 
breakpoint would be different for each worker. Alternatively, UCS 
permits a plan to establish a single dollar breakpoint provided it 
does not exceed the average social security wage base over any cov- 
ered individual's career. For someone retuing m 1985, this would 
be $13 800 

Of the 8^6 plans in the BLS data Wbe, 235 (24 percent) are inte- 
grated with social security using a step-rate formula. Table A-d 
shows that the single largest category of step-rate plans (78 plans, 
or 31 percent) is based on final average earnings above and below 
the social security average taxable wage base. 

TABU A-3 -BRtAW)»NTS US£n W STIP-IWn PIMS IX^ 

umnc& AM) FWAL AVERAGE imm 
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Table A-4 shows the percent distribution of full-time participants 
in the 73 step-rate plans (noted above) that use the average social 
security taxable wage base as the breakpo'mt, above which the pen- 
sion benefit awnial rate is bicreased. The reader should be <»u- 
tioned that BLS does not consider such a small sample to be a sta- 
tistically representaHve table for aU step-rate plans. It does provide 
an insight, howev**, into the most prevalent category of step-rate 
plans found in their data base. It slwws that for stei>-ratc plans 
I Caaed on final jivcrage earnings using the sodal security average 
taxable wage base as the integration breakpoint, the most preva- 

>• The social 80cuhty taxable wage b«we m akkxed to Bvwage waffW n the «)w«njr If tliere 

tMiuta be 137 JOO— the nMUomuro ifluuJjJc wage hme ror iw4. Om cf w promma wm « swt^ 
SStt KVh^b^^ b«^to be equally «Pf^^ SS'^L?^^ 
ipctme dwtributioo Mimy pUi« atiW ttM s iwtwOnwmt <^ RHOO, which wm the mawmum ta«- 
wai^ bmBC in \96S. 
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lent formula (covering 37.2 percent of the participants in step-rate 
plans) integrated with the social security tax base provides an ac- 
crual rate of one percent below the breakpoint and 1.5 percent 
above it for each year of service. When career average earnings for- 
imilas are examined, the accrual rates tend to be more generous. 
This is to compensate for lower career^verage salary to which the 
formula applies. However, the difference in accrual rates above and 
below the integration breakpoint— one-half of one percent— is the 
same as in plans using final average earnings. 

TABLE A-4. PERCENT Of fUa-TttSE PARTK3PANTS W PRIVATE PENSWN PIAKS HAVING RNAL 
AVERAGE EARN*«(S PENSION FOmAS »NTEGPj\TED WITH SOCIAL SOT 
AND UWGE FIKMS. 1982 
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The observations above on the benefit formulas found in inte- 
grated plans are confirmed by our analysis of the Hay-Huggins 
data base. This data base consists almost exclusively of plans for 
salaried employees, (Often larger companies have one plan cover- 
ing salaried employees and another covering hourly wage employ- 
ees.) The date base consists of 854 firms in 90 standard industrial 
classifications which group into the following primary industries. 

Industry: 

Agriculture 4 

Mifiing !" ! 24 

Coni9truction 8 

Manufacturing 301 

Transportation and utilities 97 

Wholesale and retail trade 51 

Finance, insurance and real estate 221 

Service 148 

Total 854 

Following is a plan size distribution of the firms covered by the 
Hay-Huggins survey. 

'zmtom , ; n 

1.000 to 4,999 4. 

5.000 to 19.999 !.'!;.'.';z!.z;;i''.!.z;;";.'';;;.'."."...7;.";;.7.'.' 21 

20,000 and over 12 
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S. Early retirement reduction 

thTnomiia retirement benefit is either a^osted to 
"ISLTw^ife «i>^" rffte indiviaual at the age that penaon 
bSrfrti tai^^S&l r^ucUon), or reduced by a P?^'"*'^ 
whylm^ween actual reUtement and normal retirement ages 

'l^lTfoSr jnSl^^nt average yearly «^ren»nt red^n« 
aiSTed at as. fol^^Table A-5shc™ *|'t^'^-™'thl 
Sf^e™ SL^b^ ThL woSld «n<nint U, a reduc^ 

wHIl s^eTaStra^r^^-srnrf ^.'i 

retirement age precedes normal retirement. 

T»oit A <; PRWATf PfNSION PLANS- » PtRCtNT Of PARTBIPANTS IN PIANS WITH EARtY 

''ILmmT^S^^m mmn start payments, medium and large 

FIRmS, 1982 _ - ^ 
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The Hay-Huggins survey shows that 30 percent of the plans in 
its data base provide a full actuarial reduction for early retirement 
(this would amount to about a six to seven percent reduction a 
year). Two-thirds of the plans were found to use a rounded percent 
reduction per year. Some of these plans (162) use*^ oniforra percent 
reductions for each year, while the others (296) used a step-rate re- 
duction above and below a certain age. 

Table A-6 shows the percentage reduction per year before 
normal retirement age combined with early retirement eligibility 
for plans with uniform percentage reduction. Eighty-four percent of 
these plans permit early retirement between ages 55 and 59. Re- 
ductions of three, four, five, and six percent per year before normal 
retirement age are common. Over half of the plans providing uni- 
form percent reductions (56 percent) reduce the full benefit by four 
percent or less. 



TABLE PEW^NTACS RfDUCTIONS FOR REDUCED EARLY RETIREMENT PENSIONS 
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A large number of plans in the Hay-Huggins data base (296) 
apply a step-rate reduction with one rate (a lower rate, often zero) 
applied above an age breakpoint (usually between age 60 and 62) 
and a higher reduction rate applied below the age breakpoint 
(spread evenly between three to six percent). Pension benefits are 
normally calculated based on payout at age 65. 

The following two tables show the percent of the full pension 
benefit earned that would be received by someone retiring early at 
age 60 and at age 55. Over half (55 percent) of the plans in the 
Hay-Huggins data base provide over 80 percent of the full benefit 
to someone retiring at age 60; over half (59 percent) provide more 
than 55 percent of the full benefit at age 55. 
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TABU A 7.~PERCEMTAGE OF mm EAWIED BUT RECEIVED FOR BCTIREMENT AT AGE 60 
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jABLE A-8.- PERCENTAGE Of PENSKJN EARNED KIT RECEIVED FOR RETIREIIENT AT AGE 55 
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4. Cost-of-living adjustments (COLAs) 

The Hay-Huggins survey shows that nine percent of the plans in 
its data base contain a formal CX)LA While 48 percent of theplpjw 
have made (me time adijustments or ad hoc increases since 1975, 41 
percent of the plans have made no a4justments since 1975. Only 
about one-quarter of the pensions in the North Carolina State Uni- 
versity study presented in chapter 2 were frozen over the 1973-79 
period. This difference may be explained in part l^y the lower pro- 
portion of collectively bargamed plans in ttie Hay-Hug«ns data 
base. The North Carolina Stat© University studjr showed ttjat bene- 
ficiaries in nonunion plans had fewer total mcreases and were 
more likely to have received no increase during the sample period. 

Of the 60 companies in the Hay-Huggins data base which provid- 
ed COLAs by means of a formal plan provision, 63 percenj are 
based on the CP! (usually capped at three or five percent), 30 per- 
cent are based on a fixed percentage (spread fairly evenly between 
two to five percent) and seven percent use some other meth^. For 
the 315 plans adljusting benefits one or more times since 1975, 42 
percent made one adjustment, 33 percent made two adjustments 
and 25 percent made three ^ustments. 
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Table A-9 shows a distribution of the total percent increase 
given through 1^ to pensionere who retired on January 1, 1975, 
as a result of a plan anoendment or ad hoc increase. 

TABLE A-9.~T0TAL mCREASE GIVEN THR01K»< 1983 TO A PE^^ 
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5. Pre- and post-retirement survivor annuities 

Tables A~10 and A~1I show the percent of full-time participants 
by provision for pre- and postretirement survivor annuity. Both of 
these tables are based on the BLS survey of employee benefits. 

TABLE A-IO.-PRIVATE PENSION PIANS « PERCENT Of FULL-TWE PARTICffANTS BY PROVISION 
FOR PRERETIREMENT SURVIVOR ANNUITY. MEOftfM ANO LARGE RRiS, 1982 
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TABU Ml.- PfdVATE I^HSKW njWlS:» IWEHT OF Fm.TI« 
f«i IWieiREI«£NT SURVIVOR AHmSTY, 1^ 
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F, DESCBIPTION OF CAPITAL ACCUMULATION PLANS OFFERED BY 

PRIVATE EMPLOYERS 

The Hay-Huggins data base provides information on the inci- 
dence and characteristics of capital accumulation olans. Their 1983 
Noncash Compensation Comparison shows that 61 percent of the 
companies in their data base with pension plans supplement jt 
with one or more capital accumulation plans. The following table 
shows the prevalence of the various types of capital accumulation 
plans in 1983 compared to their previous survey results, 

TABLE A- 12 -PREVALENCE Of CAPITAL ACCUKWIATION PLANS COMPARED WITH PREVIOUS SURVEY 

RESULTS 
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Following is a description of some of the principal capital accu- 
mulation plans available to private sector workers. 

/, Section 40J(k) deferred compenaatiofi plana 

Favorable tax incentives are available to private sector employ- 
ees whose company adopts a «M»lled "401(k) plan." (These plans 
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are also referred to as cash or deferred arrangements (OODA) or 
salary reduction agreemento.) With the passage of the Revenue Act 
of 1978, Congress added section 401(k) to the Internal Revenue 
Code to permit employees the choice of receiving compensation cur- 
rently (where it would be subject to tax) or defering as much as 25 
percent of pretax compensation (up to $30,000) annuallv. Section 
401(k) plans encourage retirement savings and they are the private 
sector counterpart to section 457 plans for cmblic sector employees 
and section 403<b) tax-sheltered annuities for employees of educa- 
tional institutions and certain tax-exempt organizations. 

A 1984 survey by Buck Consultants, Inc, a m^r employee bene- 
fit consulting firm, showed that more than 73 percent of a sample 
of 424 ma^r U.S. companies either have installed or are planning 
to install 401(k) deferred employee compensation plans. The firm 
concluded, "The results clearly indicate that 401(k) arrangements 
are becoming the dominant denned contribution plan in the United 
States.^' 

Although social i^urity and unemployment insurance taxes 
must be paid on the deferred compensation, Federal income tax is 
not imposed on the deferred wages— nor on the interest they 
earn— until they are paid out. And when the money is distributed, 
it qualifies for favorable tax treatment. If the amounts are {^d out 
in a lump-sum distribution, employees can reduce their tax liability 
by using lO-year forward averaging, or they may roll over the lump 
sura into another qualified plan or into an Individual Retirement 
Account. Normally, persons are in a lower tax bracket when they 
retire, and if age 65 or older, re<^ive an additional personal exemp- 
tion. ^ 

Amounts contributed by employees (including earnings) must 
vest immediatelv. Any amounts contributed by the employer are 
subject to the plan's normal vesting rules. When employers make 
contributions, amounts frequently vest after five years of employee 
participation. It is common to offer employees a choice of invest- 
ment vehicles for their accounts, such as a fixed income fund or an 
equity fund. 

Employers frequently use an existing thrift plan as a means of 
providing a 401{k) arrangement. The plan must satisfy special IRS 
tests that specif the amount that may be deferred by h^her paid 
emplov^ in relation to the amount actually deferred by the lower 
paid. Participants are split between (a) the higher paid one-third 
and (b) the lower paid two-thirds. 

Amounts deferred may not be distributed to participants or bene- 
ficiaries earlier than upon retirement, death, disability, separation 
from service, hardship, or the attainment of age 59V4. Hardship 
payouts cannot exceed the amount necessary to meet the immedi- 
ate financial need created by the hardship and not reasonably 
available from other sources of the employee. Even if a participant 
cannot qualify for "hardship" treatment, he ca.i borrow from his 
account without incurring tax liability on those amounts provided 
certain conditions common to borrowing from any tax-qualified 
plan are riiet: (1) the loan is repaid within five years (except for cer- 
tain home loans), (2) the loan does not exc^ the lesser of $50,000 
or one-half the present value of the employee's vested account bal- 
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ance under the plan (or if higher, $10,000), and (3) It is adequately 
secured and bears a reasonable rate of interest 

2, Stock ownership plans 

Over the last decade, Congrew has provided various incentives 
for employers to offer employee stock ownership in their company. 
Special tax incentives were provided for employee stock ownenship 
plans (E30PS) with the passage of ERISA in 1974. Subsequent tax 
le^lation changed the manner by which th^ plans are fmanced, 
but the concept remains the same. The following description of the 
evolution of ESOPb and TRASOPs is abstracted from a series of 
employee benefit pamphlets published by the Emplo}^ Benelfit Re- 
search Institute. 

(a) ESOR~An Employee Stock Ownership Plan (ESOP) is an ar- 
rangement that not only enables an employee to acquire a stake in 
the future of the comi^uy but provides a tax-favorra fmancing ve- 
hicle for the company. When a company sets up an ESOP it first 
creates a trust fund. The trust fund, backed by the company's 
credit, borrows money from outside lendors and then U9es Uiese 
funds to purchase company stock at fair market value. The stock is 
pledged as collateral for the loan. The comp»nv then makes yearly 
contributions to the trust fimd whic^ are used to pay off the loan. 
As the loan is paid off, shares of coihpany stock are assigned to in- 
dividual employee accounts. Sharw are usually allocated to an em- 
ployee's account on the basis of the proportion each employee's pay 
IS of total payroll. The net effect of establishing an ESOP is that 
the companv acquires new capital and makes tax-deductible contri- 
butions to the trust fund that are used to repay the loan, while the 
employees begin to acquire an ownership interest 

The amount that the company can contribute depends on the 
type of ESOP adopted. If it is a stock plan (i.e., similar to a profit- 
sharing plan except that a>ntributions are made in company stock), 
the company contribution may not be more than 15 percent of pay- 
roll. If it is a combination stock bonus and money purchase plan 
(i.e., a defined contribution plan in which the company's contribu- 
tions are mandatory and usually based on each participant's com*^ 
penstion), an amount up to 25 percent of each participant's pay can 
be contributed. 

The advantage of an ESOP to the employer is clear. As far as the 
employee is concerned, the success of an ESOP in the long run and 
its ultimate retirement income value depend on the performance of 
the company and the value of the company's stock. 

(b) TRASOP.—ln 1975 Congress reshaped and simplified the 
ESOP, but the concept did not change. Known as a TRASOP 
(standing for a Tax Reduction Act Stock Ownership Plan), it also 
provides employees with an ownership interest in the company* 
The TRASOP differs from an ESOP, however, in the method of 
paying for the stock. 

A TKASOP is funded with money that the comfmny would other- 
wise pay in taxes. It comes from Federal income tax credits that 
the company is allowed for qualified capital investments—general- 
ly in new plant, machinery and equipment. It works like this: Com- 
panies are generally allowed a 10 percent investment tax credit. If - 
the company made a qualified investment of $1 million, it could 
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datm a credit for that year of $100,000 (10 percent of $1 miUkm). 
The company could claim an additional one percent investment tax 
credit (in this case $10,000) if the company uses the tax savings to 
fund a TRASOP. The TRASOP, in turn, uses the additional $10,000 
tax credit to buy company stock for each particii»nt. 

Starting in 1976, another Vs of one percent investment credit 
became available to companies whose employees contrj^ted a 
matching amount of cash to the plan. In this same example, the 
company could claim an additional $5,000 in tax savings— provided 
the employees contributed the same amount. Both ^e company 
contribution and the participants' contributions are used to buy 
company stock. 

Since TRASOP contributions are related directly to a company's 
qualified capital investments, the more the company invests, the 
larger the investment tax credit and TRASOP contribution. The 
extra tax credits (both the one percent and the of one percent) 
expired on December 31, 1983). 

(c) PA YSOPs. — The pa3nron-b»sed employee stock ownership plan 
(PAYSOP) replaced the investment-based TRASOPS beginning in 
1984. PAYSOPs were created by the Economic Recovery Tax Act of 
1981. PAYSOPs were adopted by Congress with the view that a 
larger number of employers would find them attractive and feasi- 
ble — particularly companies interested in improving their employ- 
ee benefits package at little or no cost. A company generally re- 
ceives a tax credit for its contributions to a PAYSOP. This tax 
credit reduces dollar for dollar the company's Federal income tax 
liability. Like other tax-qualified plans, a PAYSOP must satisfy 
IRS rules designed to ensure that it does not di£K;riminate in favor 
of higher paid employees. 

Under a PAYSOP, the maximum tax credit is: (1) 0.50 percent of 
plan participants' payroll for calendar years 1983-84; (2) 0.75 per- 
cent of plan MTticipant's payroll for calendar years 1986-87. For 
example, in 1984, a company with a payroll of $200 million could 
claim a tax credit of $1 million (0.50 percent of $200 million). The 
money contributed to the trust fund is used to buy company stock. 
Stock is then allocated to the participants relative to their propor- 
tion of total compensation. Only compensation up to $100,000 is 
taken into consideration in the allocation formula. Employees do 
not pay income taxes on the amounts in their a<xounts. As with 
other deferred compensation plans, the employee will have taxable 
income when the stock or cash is distributed. 

The premier advantage of PAYSOPs to an employer is that like 
TRASOPs they are, or at least can be, a no cost employee benefit. 
Since PAYSOP contributions are creditable against an employer's 
tax liability, the actual cost of an employer^ contributions to a 
PAYSOP is borne by the U.S. Treasury— not the employer. The 
employer may incur costs in connection with establishing and ad- 
ministering the plan; however, such costs can be charg^ against 
the plan within certain limits. For many firms, particularly those 
with limited capital investment, PAYSOPs are more valuable than 
their investment-based predecessor, the TRASOP. 
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S. Thrift plans 

A thrift plan (sometimes referred to as a savingB p an) w anem- 
ployee benefit plan to which participants ^^^'^^^^P^ 
ffift plans are very popular among employees because their ojn- 
tributions are matcheTwholly or in part, by the ^^ffV^^^^ 
ame invested with each participant havmg «« a^^^Vy^JS^-^^ 
Many thrift plan provisions, like those of other benefit Plans^^ 
Srt to requirements of ERISA and the Intenwd Revenue 

Emoloveeoontributions to a thrift plan are made from after-tax 
nfrS ihrL^ payroU iJuctions. Sin«je employee con- 
llSons to401{k) ^ are made with pn tax dollars, many com- 

JkIV 7«iniov«« mflv teke advanoige of this added tax benefit, 
'^f th^ hn^P^n ^«5ifiedtS?h IRS, the employer's contribt^ 
tions are dSuctible for Federal tax purposes. The employee s share 
of ThSe employer matching contributions and any «P^tment 
earnings or gairw are tax deferred until made available' to the par- 
tfciSJIif The full value of a participant's account is generally paid 
uSTretirement death, or SsabUity. Part or all o. the account 
rruallTrF^ndiAg on y^rs of participation) is i«id on termination 
oTemolovrnent thrift plan is frequently used with a conven- 
jfonS^^S plan enabling the employee to increase his resources 

"VortHh^' percent of the companies in the Hay-Hujpns surv^^ 
have at least V thrift plan. In most case* (59 percent the thrift 
Xn is avSlable to all employees. In some cases, eligibility is limit- 
a to jiS^^aried employeei; (24 percent) or nonunion emp^oyeg 
05 perSnt). Participation in a thrift plan is voluntary. Over 50 
i^rcS^t of eligible employees participate in the v^ m^nty of 
E M^t r«iu£e a certSn period of service before employ- 
are eT^bl^tol^cioate. The period of service is one year or 

^^"ploy^^d^aU^^ thrift PU- 

at 1^ one rrwo';ercent of «>";P?»:«^„rd^.^'^2e f^^^^ 
wUl set a maximum employee contnbution that wiU De 
STtlf m^tched by the employer. A six percent employee contnbu- 
Si w STfar iSie most prevalent maximum. Some plans permit ad- 
dUio^ 'uAm'atohed employee contributions to K^'ntTf 
olover provides a partial matching contnbution of 50 pe«»nt oi 
Wff the employee^ntributes. One out of five plans provide 100 

^Xlt^S^uartei. of the plans .give the employes choi«. 
flmomf investnient funds for their thrift accounts. Of these, 47 per- 
SVZT^^ion for both employee and employer ^ntnbu- 
tioii Sloy^Tare usually able to change investment optioiw at 
K annually. The employer retains the investment responsibUity 
foTat S ^art of thS wntributions in about two^hirds of the 
thrift oSs We nUority of the plans require that all employer 
SSiribut^ns li^^in^piny stock. Only 10 percent requ^»^ves^ 
mS^rof a wrtion of emptoyee contributions m company stock. 

IWly^mhSmal p?ri6d of service of participation » reqmr^ 
before employer contSmtions vest. Many P«»^taf^ 
vSlS^ wifii partial vesting taking place m less than a year. Full 
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vesting is usually attained alter three y^irs in plans using "daw 
year" vesting,"* five years in plans basing vesting on the number 
of years of participation in the thrift plan, and as many as ftve or 
ten vears when vesting is based on total years of service with the 
employer. Almost all thrift plans provide full vesting if the employ- 
ee becomes disabled. 

Ninety-seven percent of companies with thrift plans permit with- 
drawals of employee contributions. To join a thrift plan, most pltms 
require a waiting period of from three months to two y^rs; six 
months {46 percent) or 12 months (36 percent) are the most 
common restrictions. Withdrawals of Vested employer contributions 
is allowed by 77 percent of the plans. Thirty-two percent of the 
plans limit this option to cases of financial need. Loans from the 
employee's account, however, can be secured under only 25 plans 
in the Hay-Huggins data base. 

G. PHIVATK SECTOR DISABIUTY PRACTICES 

Mo»t employees in the private sector have pr^Hcction against dis- 
ability through pension plans or other arrangements provided by 
or with the employer,*^ Private sector practices in r^ard to dis- 
ability are not uniform, however. 

/. Types of disability arrangement 

In theory a well-designed system provides a variety of arrange- 
ments, in both the short- and long-term, to replace income lost be- 
cause of non-work-related disabilities.^^ These arrangements in- 
clude paid sick leave, sickness and accident insurance, and tempo- 
rary disability insurance; and also include longer term arrange- 
ments, such as disability pensions and long-term disability (LTO) 
insurance, which are often coordinated vrith social security disabil- 
ity benefits. Because disability can progress from a short-term in- 
ability to work to a longer term, perhaps permanent, disability, 
these various arrangements should be regarded as a continuum 
from the first day of disability to retirement age. Ideally, there are 
no gaps or overlaps. 

a Short-term arran^ments. 

(1) Paid sick leave. — Sick leave is more prevalent among white- 
collar than blue-collar employees* Provisions vary widely, ITiey 
generally provide full earnings replacement for a specified number 
of days per year based on length of service. An alternative grants a 
specified number of days of sick leave per disability, at full or par- 
tial pay, that is sometimes varied by length of service. In both 
cases, replacement income during disability varies, usually from 
full to half pay. Provisions may also be made to accumulate sick 
leave from year to year. Sick leave plans provide foi^ 1^ than six 



VnAer "claw year'' vesting, eadi yw^9 amtnUiticm » vv«ted separately. 

Id their 11^ survey of empknfee bentifits in mediuiii aod larige finiM, the Bureau of Lahor 
SUiti«tia» fouRd (hat 89 percent of fulf-tiise partkipaota were coverwl by disabiiity retimnent 
beneftta. Hay-Hufsin^ in their 19^ 0000^ compeiMtion contporiaoo found that 93 percent ^ 
participants provUed km^*term disatNltty cpver^, 

* ' Work-csuaed d^^lity cofnpem»ted thro^h workers' compeR8atia& syatema not dis- 
cussed in this anlayte^. However, Che availabilHy and tenm of differing workers' cooipenflatioo 
systems can influence the perpeived need for non-work nelated disability imxni^ repla^ment ar- 
nuii^ments and their structure. 
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months' earningB reirtiicenwnt; for a wwker with 10 yeare service, 
the average is (me to three nMmtlw. ~, - 

(g) Afxuknt and sickness wwmiiice— Acddeiit -and sicl^^ in- 
surance is a common private sector short-term dirabOity arrang&- 
menty p*uiicularly among blue<»Uar empio;|ree8. Moa* are trntAoy- 
er-flnanced« although about 20 percent require some employee con- 
tribution. 

Accident and sickness inmirance idans provide partial pay re- 
placement (usually 50-70 percent of eaminoB) for rfiMt-term dia- 
ubility— generally for up to six months. However, bwioits 
capped at a weekly maximum ($150 per week is about average) aad 
there is usually a short (one-week) waiting period befote benento 
be^. Accident and sickness plans are often combin jd with sick 
leave and take over mhm sick leavs is exhausted. 

(S) Temporary disability in8urance.~Tiua type of short-term dis- 
ability protection is, in effect, a type of accident and sickness msur- 
ance. Itowever, it is mandatory for employees in several States and 
for railrowi employees covered by the Railroad Retirement Act, 
and is likely to be at least partially employee-financed. 

b. Long-term arrangements.— long-term disabUsty arrangements, 

fenerally for disabilities lasting or expected to last long«r than 6 to 
2 months, are of three types: LTD msui^ce plans, defei^ dis- 
ability retirement pensions, and unmediate disabuity retirement 

pensions. , j. ^ - 

(I) LTD insurance plans-— LTD plans are contracts with insur- 
ance carriers that provide disability benefits for employees and are 
provided separately from retirement plans. Benefits generaUv 
become available when shortrterm disability benefite have expired. 
LTD insurance benefits are paid as long as the disability continues 
or until the individual reaches retirement age when he is classified 
and is paid as a retiree under the pension plan. 

Most LTDfe provide for 60 percent or more of predirabihty earn- 
ings for the length of disabUity (or until retirement), LTD benefits 
are customarily offeet against other sources of disability income, 
such as social security disability benefits, workere compi-nsation, 
and pension benefits. ^ 
(i) Disability retirement arrangements.—There are two basic 
types of disability retirement arrangements: deferred retirement 
(often linked with LTD plans), where the pension is not paid until 
early or normal retirement age; and immediate retirement, where 
the pension is available upon disability. The benefits are usually 
integrated with social security. 

Prevailing practices 

The types of long-term disability arrangements used in the pri- 
vate sector tend to vary according to the composition of the covered 
work foroe. Workers i»rticipating in negotiated or collectively bar- 
gained plans usuaUy are protected by disabihty retirement pnm- 
fflons of the pension plan, whereas white^ollar or sa^ed workers 
almost univereaUy are protected by LTD insurance. This conclusion 
is borne out by the different result* given by surveys when they 
focus on different categories rtf workers. 

According to the Bureau of Labor Statistics (BLS) employee bene^ 
fit plan survey, two-thirds of the plans with disabibty proviSHMis 
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offer "immediate'' retirement benefita (typically after a designated 
waiting period in which temporary disability arrangements apiriy) 
if the disabling condition satisfies the plan's definition of t^^al dis- 
ability. Usually 10 years or more of service is required. When the 
emj^oyer provides alternative sources of disability income, such as 
LTD inmirance, the retirement benefit is usually deferred until the 
employee r«fK;lMS retirement age. 

Hay-Huggins data present a different picture. Of the 854 firms 
partkripating in their survey, 93 percent offer LTD coverage. One- 
third ot the 781 finns in their survey that have defined benefit pen- 
sion plans provide disability pensim bencHfits. (Where both LTD 
and disability pensions are provided, the pension is usufllly sub- 
tracted from the LTD.) The difference in BLS and Hay-Huggins 
data is due mostly to the different types of firms surveyedTBLS 
surveyed a cross section of plans, many of which are n^(otiated 
through collective bargaining and tend to provide disability bene- 
fits out of the pension plan. Hay-Huggins, on the other hand, sur- 
veyed only plans for salaried workers, the vast m^nty' of which 
use LTD insurance to provi^ dkability protection. The Fetkral 
work force is aHnprised nMM^y of salaried woriKers, so the Hay- 
Hu^gins data may h*, ccmsidered to be more ai^(m>priate in compar- 
ing treatment of analoemis woricers in the private sector. 

According to the BlS enirvey, over four-fifths of "production" 
(i.e., blue<ollar) woriierB with disability retirement coverage are in 
pension plans that provide immediate benefits. White-collar worin- 
ers with disability benefits in their retirement jdans, however, are 
equalhr divkkd between plans with immediate and deferred bene- 
fits. Most of the plans providing disability retirement use a formula 
that calculates benefits as if the disability occurred at the normal 
retirement age, with no reducti<m for early retirement However, 
15 percent do reduce benefits for «»rly retircHnent 

The BLS survev shows Oiat workers with deferred retirement 
benefits are usually provided with LTD benefits ran^ng from 50 to 
60 percent of earnings or more at the time of disability— -more than 
generally provided by pennon plans with immediate disability re- 
tirement' Tlie BLS survey shovred that moet deemed retirement 
benefits were greater than immediate pensions, primarily because 
the time during which long-term disability benefits were paid was 
typicallpr added to an employee's length or service for computation 
of pension benefits. Plans do not usually modify the benefits deter- 
mined at the time di^ility retirement BIB data show timt a 
small minority (seven percent) <^ the immediate^ retirement disabil- 
ity plans to recalculate benefits at age 65, mainly either to increase 
OHnpensation for penK>ns whose benefits were reduced for age or to 
credit service for the time of disability. Because the deferred pen- 
8i<m is calculated oh pay earned while working (generally, plans do 
not imtex these earnings), it may have declined ngnifkantiy in rral 
value by the time the worker reaches retireiront age. 

Hay-Huggins data ^how that 60 percent of LTD plans pay 60 per- 
cent of pay, with 21 percent paying less (only two percentpay less 
than 50 percent) am 19 percent paying more. Some LTD plans 
have step^rate formulas, the most common of which is 60 perorat of 
monthly income up to $5,000 and 40 percent of the excess. Mnk 
LTD plans (82 percent) have maximum levels on benefits, tjrp^eaSfy 
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Most pension phum •"^P**^ ^S^J^tSi tapaSucl to the 
ing insured status for Jsalw^ a wScTf^Smnent. 

^ security aPif^J^' :i^,iS^aSxS^ 

years, which is more ^JfJ^^^jT^^ lestrictive than social bo- 
Veai? total service, and «>«n«^55f;. ig available to 

S^'s insured^^ req^^^ hS^ oTSSTa sh!»rt waiting 
*^w5SS^^ v^. S SS«t aU LTO idans are no 
period. Waiting P®"*^,^[3^L-^ are one to three months. 

draw fitMn the ^^,^^J^r^j^^ ^iUty retirement 

T^^^^^^^rj'.^libST'^^^ deSim W disabiUty, 
plans use the more "^^^^^^^"^ unable to continue in his or 
le., as occurring wh«n an S^g this criterion would 

her job with the wmpany. ^^SIl ^Sm^T^nitw^ of disability, 
not n«=^y.2rL^^r^Sonrdisabm usually 
Plans often switch to »^*J2n^LrkSXVye8re is fairly typical), 
gocial security's. ^^.^^^^S^Sm^l^ ^ coordinated with 
Benefits under prnmte integration provisiwis. 

social security St^S 

Internal Revenue ^^J^^^^^f^^ Tte oflbet usuaUy 
64 peiwnt of the worker s ^'^.l^^'^J^^ in computing re- 
ia 5^uctur«i to be ^^"^'^^ ^Slfl^iTcomiSr&ay- 
tiienient benefits, and thus « ^iJf'jSJrf^ in their survey 
Huggins data show that 42 J^^K STworker's social se- 

te^ra^^s^ss t^S'oS^^'j;5rfamay 

social security d®"®?'"'*^^^ J^^J^^ social security and can provide 
subject to limits 81 
for 100 i«rc^t f^J^^J^^l^ for dollar. Of the 

plans that ol&et ^^^^SL^Sil.,^^ of the PIA, and four percent 

the PIA (% f^if„S^"lreent famUy s({rial se^ 

of&et 50 percent of the WA)m4 37 per^nt ^ lamuy ^ ^ 

prorate/heam^tJf^sc^aU^^ . 

Hon. LTD insurance plans onset wie sutuu m^*^ j 

'^^tity retirement ^^^%X^rt^^:^ 
after an initial waitirj^nod^ u^ or ^ ,^ 

waiting^period, fe^f a^lSffiiS^^^ P*r?"* 

designed to ^|n« ?*«J^S^**L.^*^^ are covered during 
SlVr;i:ro^tSfwaiST^^ intermediate^rm 
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ajrraBgeroento, i.e., sick leave, sickn^ and accident insurance, or 
tempotsry 4isability insurance. 

Virtually no pension or LTD plans provide for automatic a4jus^ 
mer^s for inflation, although manv retirement plans provide ad 
hoc a4ju£Aments. Because it is fully indexed to increafi^ in the 
Constmier Price Index, social security is relied upon to help protect 
against rises in the costH>Mivin;X' Pension and most LTD insurance 
plans ''freeze'' the offset of social security benefits against the ini- 
tial benefit and do not make subsequent a^ustments when social 
security OOLAs are made. 

H. SURVIVOR BENEPrrS 

/. Introduction 

The ERISA set minimum standards that private defined beneifit 
pension plans must meet for the provision of survivor benefits to 
the spouse survivors of workers who die before retirement and for 
the survivors of retirees. These requirements pertain only to retire- 
ment plans that provide benefits in the form of an annuity. While 
KRISA does not apply directly to State pension plans, most States 
have postretirement survivor provisions similar to those required 
by ERISA. 

Berause comparisons are frequently made between pension bene- 
. ' ^ ulable under private and State plans with those provided 
onaer the Federal system, this section describes survivor benefits 
common in private plans. 

i?. Preretirement death 

ERISA requires that private pensions make available a survivor 
annuity plan for widows and widowers of employees who die before 
retirement if the employee was vested with a nonforfeitable benefit 
and even if he or she no longer worked for that employer. ®^ The 
ar.nuity fmd under this plan to the spouse sr^rvivor of a deceased 
- ployee is computed as if the worker had retired just before 
death and had elected a 50 per^nt joint-and-survivor annuity. This 
coverage may be waived only with spouse consent. However, to 
avoid ''disproportionate" usage by employees with terminal illness- 
es, plans formerly were permitted to require that this spouse survi- 
vor coverage be elected no later than two years before it would be 
payable, and benefiti^ need not be paid if the worker dies of non- 
accidental causes within two years of the election. The Retirement 
Equity Act of 1984 eliminates this provision. 

The cost of this survivor protection for persons who continue 
working may be abgK>rbed by the pension plan or charged against 
the employee's pension when the worker decides to retire. Accord* 
ing to a 1981 survey of 1,505 lai^e and mediumnsize firms carried 
out by BI^, about three-fourths of the pension plans surveyed did 
not require any reduction in the employee's pension at retirement, 
while one-fourth reduced the pension by about 0.6 percent for each 



For a more detailed cfescriptkm of Burvivor betiefito under private j^ans, aeie Donaki Bell 
304 Amy Graham, Surviving Spouse's Benefits in Private Pension Plans* Monthly Lahor 
RaviM* Apr. 19H4, 
•■Th^ Retirement Kguity Act of \9H4. 
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year the survivor protection was in effect before retirement. How- 
ever, if the worker dies before retiring, the annuity to the survivor 
usually is calculated using the plan's early retirement formula to 
determine the accrued annuity at the time of d^tti, then reduang 
that amount as if a joint^d-survivor benefit had been elected. The 
survivor's annuity can be no leas than 50 percent of thw reducted 
amount. About 25 percent of the plans surveyed by BLS d^ n^ 
reduce benefits according to a k>int-and-«urvivor formula, although 
there was a variety of methods for computing the amount of the 
annuity accrued at death. ERISA also prohibits discontmuation of 
this jomt-and-survivor annuity if the survivor remarries. 

While ERISA previously required that survivor coverage be 
available at early retirement age (usually age 55), there was no re- 
quirement for private pension plans to pay benefits to ttie survivor 
of a worker who died before reaching early retirement age. Private 
employers relied on their group life insurance m cases of early / 
death. Typically, group life insurance is provided at little or no cost 
to the employee and pay a sum equal to one to three tunes tiie 
employee's annual salary at the time of death. However, the Re- 
tirement Equity Act of 1984 now requires that survivor benefits be 
paid to the spouse of a vested participant, regardless of when d^th 
occurs, although the benefit need not be paid until the month m 
which the worker would have reached early retirement age. 

In addition to life insurance, there is a wide vanetv of m 
which employers voluntarily provide survivor benefits beyond those 
required by ERISA. Among the firms surveyed by the Bankers 
Triist Company in 1980, 80 percent of the conventional peiwion 
plans (those* that are not collectively bargained) provided some kind 
of automatic preretirement death benefit beyond the hHlbA re- 
quired minimum. For example, th^ benefits are usually available 
when the deceased had not reached early retirement age or if the 
deceased was early retirement age but had waived the survivor 
coverage. These benefits are available at no cost to the employee if 
he or she lives to retirement, although they are automatically oaid 
if the worker dies without ERISA survivor coverage. Nevertheless, 
most firms ofFering automatic preretirement survivor benefite have 
certain age and/or service requirements that must be met for the 
benefits to be payable. Most plans specify only a service reqmre- 
ment, while 20 percent of the surveyed plans paid such benefits it 
the deceased employee was at least age 55 and had 10 years ot serv- 

TThe Bankers Trust survey noted that there has been a trend over 
the past several years to provide these automatic preretirement 
death benefits in the form of an annuity payable for life or until 
remarriage, although there has been a recent declme m the 
number of plans that discontinue benefits at remarriage. The bene- 
fits may also be paid as a one-time, lump sum, or they may be paid 
over a five or 10 year period. The allowable beneficiary is usually 
the spouse only, although a few plans also pay benefits to children 

Social security benefits are also available to widows and widow- 
ers of any age if the employee had worked at least 18 months in 
social security covered employment at the time of death and if 
there are children under the age of 16 from that marriage. In addi- 
tion, social security benefits are payable to children under age 18 
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of deceased, covered workers (e^e 19 if a fuil^ime student in sec- 
ondary school). Social security benefits, however, are subject to an 
earnings test 



' At the time of retirement, ERISA requires that married workers 
participating in defined benefit plans provide a survivor annuity 
(unless another election is made) in the form of a 50 percent joint- 
and-survivor annuity. This plan allows an actuarial reduction in 
the annuity to the retiree to i^y for the continuation of an annuity 
to his or her surviving spouse equal to 60 percent of the reduced 
annuity paid to the retiree. Retiring workers may reject this ar- 
rangement; they may cho(^ a survivor annuity greater than 50 
percent and accept a larger actuarial reduction to cover the cost; or 
thev may be given the choice of providing less than 50 percent. 

While ERISA requires that the 50 percent joint-and-survivor 
option be offered to retiring workers, they are not required to elect 
that plan. However, the choice riot to elect it must be made in writ- 
ing, with spouse consent, and, if it is no^ it will automatically go 
into effect upon retirement,*^" Most private employers provide a 
choice of alternative postretirement survivor options. Usually, the 
alternative options are variations of the joint-and-survivor lifetime 
annuity, often with the retiree having a choice of the percentage of 
the actuarially reduced annuity that will be paid as a survivor an- 
nuity. The most common practice among State pension plans is to 
allow a choice of 25, 50, 75, or 100 percent roint-and-survivor plan, 

Joint-and-survivor annuities are usually financed entirely by an 
actuarial reduction in the pension of the retiree, and therefore, 
they are provided at no cost to the pension plan. Occasionally, 
when a small survivor benefit is elected, such as a 25 percent joint- 
and-survivor annuity, there is no reduction to the annuity of the 
retiree, and the small cost is absorbed by the plan. 

Another approach to financing survivor benefits is an arithmetic 
reduction in the retiree's annuity. However, this method is used in 
only eight percent of the plans surveyed by BUS, While an arith- 
metic reduction usually is smaller than an actuarial reduction, it 
mmr be coupled with an additional reduction to account for any age 
difference between the retiree and the named survivor. For couples 
of the same age, an arithmetic reduction might not cover the full 
cost of the survivor benefit, and therefore there is some employer 
subsidization of that benefit. For example, a basic arithmetic ruc- 
tion of 10 percent might be made to the retiree's annuity fo provide 
a 50 percent joint-and-survivor annuity, but an additional 0,5 per- 
cent reduction would be made for each year the spouse is younger 
than the retiree. 

According to the BLS data, about one-fifth of the surveyed plans 
offered "death benefit" plans that could be chosen at the time of 
retirement instead of a 50 percent joint-and-survivor plan. These 
death benefits might be a small, lump sum to be paid to the survi- 
vor upon the death of the retiree with or without some kind of sur- 
vivor pension, or payments may be specified for *'a period certain" 



**»Th*? ^l<?tiremfnl Equity Act of provides that an election to t^aive a survivor benefit m 
not effective unless w in writing and ib signed by the participant ami the perikripnnt's fpotiae. 
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(irenerally five to 10 years). In total, "penod certain Moments 
Mual the present value of the full lifetime annuity for which the 
retiree is eligible. The number of monthly pension payments the 
retiree receives after retirement is subtracted from the specified 
number of total payments at the time of the retiree's death, and 
the survivor then receives the payments for the remaining period 
of time Therefore, if the retiree lives for the full 'period certain, 
no survivor benefits are payable. Because the amount of the pay- 
ments are actuarially determined, this kind of retirement arrange- 
ment is provided at no cost to the pension plan. 

IV. T>XrHNICAI. AND BACKGROUND INFORMATION ON StATE AND 

Local Govkbnment Plans 

A. COVERAGE AND DATA 

The 1982 Census of Governments, carried out bv the Bureau of 
the Census found 2,559 retirement systems administered and 
funded by State and local units of the government.** These sys- 
tems cover 11.6 million State and local employees, including em- 
ployees covered by special retirement systems, such as police, fire- 
fighters, U-achers and other school employees. Some jurisdictions 
also maintain separate systems forjudges, elected officials and util- 
ity system employees. Table A-13 shows the distribution of btate 
and local retirement systems by coverage class, number of systems 
and membership in 1982. 

TA iLf, A 13 STATE AND LOCAL EMPLOYEES RETIREMENT SYSTEMS, 1982 
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As of 1982 a total of 6.5 million general service State employe^ 
participated in a State-administered pension plan. Of this total, 
508 million persons were enrolled in a currently open system tor 
general service employees. In States that have restructured their 

•« This exclude* many muaJI pyeUtm that are administeied under « contract with 8 private 
fim, a«d ^^^^id«! to'lSuab by dim:t appropriattons, The Penmmi Task F«w 
KHn^^AUTKi^ee Retireroeot SyBteiwi, of the Houae Committee ?« Edu«tH«i wd 
LXr«SnwtoJ that tWe were over 6.000 plana if th«w amaUer ayvtema are uxduded Included 
are "old" State fAaas that are no loager anulaUe to new etn(4oyeea. 
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svBtems, Home current workers participate in plans that are now 
closed to new employees. Workers still enrolled in these old plans 
and the characteristics of such plans are not included in the data 
in this chapter. The States that nave clo4S^ systems covering some 
portion of their current workforce include New York, California, 
Maryland, Connecticut and Vermont,^* 

We confined our analysis to these Statewide general service 
plans for several reasons. General service employees most closely 
resemble the workforce covered by the basic civil service retire- 
ment system, A separate analysis would be required for each spe- 
cial service category or ''closed S3^tem" — such as police or elected 
officials. This is outside the scope of this report. 

The data in this section are from the 1982 edition of a biennial 
survey of State retirement systems carried out by the National As- 
sociation of State Retirement Administrators (NASRA), The Wyatt 
Company also has published a 1981 survey of Public Employee Re- 
tirement Systems which covers 24 State systems, 24 teacher sys- 
tems, 24 police and firefighter systems and 24 municipal and 
countv systems. In some instances where the NASRA data were 
not clear or complete, the Wyatt data were used. However, the 
NASRA report is the most recent and comprehensive source of in- 
formation on State systems. 

Retirement systems administered by local units of government 
are discussed in this appendix to a very limited extent, mainly be- 
cause there is little current information available on these plans. 
The Wyatt survey includes 24 municipal and county systems which 
will be reviewed, but it must be cautioned that this is not a large 
enough sample to fully represent this category of retirement plans, 

H LACK or inte<;ration with social sfXTURmr 

While there are probably numerous reasons for the continued 
popularity of add-on rather than integrated plans for State pension 
systems, several general observations car be made. As was noted 
earlier. State pension systems usually predated the option for 
social security coverage of State employees. When social security 
became available, an add-on design was the simplest way to admin- 
ister the two programs and did not require any redesign of the ex- 
isting State plan. In the 1950' ., social security taxes and benefits 
were relatively low and therefore social security was not perceived 
as a significant part of State retirement plans. Also, Stetes that de- 
veloped plans subsequent to the 1950 Social Security Amendments 
would normally look to the older State systems for ideas on pen- 
sion plan features. 

Another reason that States continue to use add-on plans may lie 
in the basic purpose of integrated plans, Int^ratec plans ''even 
out" the tilt in the social security benefit formula that provides 
higher replacement rates to low wage workers. This means that 
the pension benefit itself favors higher-paid employees. There may 
be reluctance on the part of State and local governments to provide 
relatively bigger pensions to higher-paid workers. Even if it is 
argued that the final result an integrated pension and social se- 



bi these States many fum»nt eniploy«»9 are still covered under a cloetd system. 
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curity benefit is equitable to all employees, the State would be 
fa^with providirg benefits favoring higher-paid employe^ while 
the social eecuri^ syst^ would provide the major share of retire- 
ment income for loweriMiid State workers. 

Finally, in any decision to modify its basic pension system. States 
must face the reaction of the employees participating in the 
gyBtem. The fundamental differences in philosophy of add-on and 
integrated pUms mako» it inevitable that some employees would 
"gain" while others would "lose" in a switch between plan types 
(assuming constant cost of the system). For this reason, those 
States that have adopted integrated formulas generally make the 
new plan oj^onal for current empl<>yee» covered under the old 
plan, and mandatory only for newly-hired workers. 

C. lOTTAILED INTORMATION ON VESTING, AGE AND SKRVICK REQUIRE- 
MENTS, EMPLOYEE CONTRIBUTIONS, DISABIUTY, AND CAPITAL ACCU- 
MULATION PLANS 

I. Vesting 

It has been argued that different work force management goals 
are served by vesting periods of different lengths, with long vesting 
periods tending to discourage turnover (and reduce employer costs) 
and to provide an incentive for employees to remain with one em- 
tloyer for long periods of time. An exarojcrte of a long vesting re- 
ruiroment is the military, which requires ^ years of service before 
any retirement benefits are payable. However, employees may then 
retire and draw an immediate pension. Most private employers 
adopted the ERISA lO-year vesting schedule. In the Federal civil 
service, employees are vested after five years. 

Table A-14 shows the distribution of voting periods by State and 
proportion of State employees. The most common period for vesting 
in a State retirement system is 10 years. Thirty-eight percent of 
the States, employing nearly 40 percent of covered State workers, 
have 10-year vesting. However, 39 percent of covered State employ- 
ees, representing 28 percent of the States, are in systems with five- 
year vesting. 

Most States have what is known as "cliff vesting;' this means 
that workers become 100 percent vested when they have completed 
the specified service period. Three States have an incremental vest- 
ing schedule according to which workers acquire an increasing pro- 
portion of the full vested benefit over time, a practice more com- 
monly found in private plans. . , , . 

Five States waive the normal vesting period and service reouire- 
ment when the worker reaches a certain age, thus ensuring bene- 
fits to short-term, older workers. The footnote on table A~14 lists 
the ages at which such a waiver is granted in these States. 

TABli A-14 -STATEWOE SYSTIIIS; YEARS OF SERVKX FOR VESTNG ' 
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TABU A-14.~-STAT£W»0t SYSTEMS; YEARS Of SERVICE TOR VESTWC -Cwrtinaed 
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^. Employee contributions 

Table A- 15 shows the percentage of gross salary that State em- 
ployees are required to pay into their State retirement systems. 
I^te are shown separately for States in which general service em- 
ployees are covered under social security and States in which those 
workers are not covered. Seven States, employing 12.4 percent of 
State workers, do not participate in the Social Security system. In 
States participating in social security, workers pay 5.4 (1984) per- 
cent of their salary into social security and they pay contributKms 
required by their State plan. 

Ten percent of the States, employing 12 percent of State workera, 
have non-contributory State pension systems, and all of these 
States participate in social security. Six States require a relatively 
hi^ contribution— b^een 7.1 and 9.0 percent— and nearly two- 
thirds of those employees work in States covered by social iKCurity. 

At the lower end of the contribution rate scale, 27.3 percent of 
State workers are employed in States requiring a omtribution'into 
the State plan of zero to 4.0 percent Altogether, two-thirds of all 
State general service employees participate in State plans that re- 
quire employee contributions equal to or less than the seven per^ 
cent currently required by the Federal Civil Service Retirement 
System. (Most of these employees do, however, imy the additional 
5.4 percent to social security excluding Medicare contribution). 
Therefore the efTective total contribution rate for most State em- 
ployees is above that for Federal workers. 

As indicated in table A-15, six stetes have variable contribution 
rates for the State system. In four of these States the purpose of 
the variable rate appears to have been to prevent high (kmble con- 
tributions in States also providing social security coverage. Two of 
the Stetes have not updated their i^^stem for many years to ac- 
count for increases in the social security wage base. 

TABLE A-15.-STATEWI0E SYSTEMS: EMPtOYEE CONTRIBUTIOK RATES 
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S. Employer pickup plans 

Employer pickup plans are a method throi^ph which employee 
Goatnbutioiis to a penaon plan are made with pre-tax mcome 
rather than poet-tax income. An employee's contributimi to a pen- 
non plan is usuaUy based on gross salary, as is the Federal tax b- 
ability (a4|usted, for deducttons and credits). The example below il- 
lustratesthe impact on take-horoe pay. 

Grass income ^'nno 

A4iuadiienta (30% of groas uwxwiie) -x>,vw 

Ta»iMe iootmie ^SnS 

Federal tax (fwwuae 30% ta«) Z ^ 

Poattax income • 

Employee cootributkm U> pemwm (5% c£ grow insxsme) 

•miu^bome pay - 

Under an employer pickup plan, groas salary is effectivdy re- 
duced, for tax purposes, by the amount of the pension oimtnbution. 
In effect, the employer makes the employees contribution so that 
the employee never actually "receives" that income. It w not con- 
sidered part of the gross income. The following example illustrates 
the effect of the "pickup" on take^home pay. 

Amount of pickup (6% of |30,«») -^<^ 

Ufto&B inowDe fi7Art 

AdiuitmmtB {20% of graas uktosm) - -o,fw 

Ta^Me income — — • — - ' 

Tam (fmime 30* tax bn^i^et) -^^ow 

1U» home pay.. 



In this example, the employer pickup has increased the em- 
iIwiTake-hoLW by $660 ($15^60-4^^^ 
* Action 414(hX2) of the Internal Revenue Code provides for em- 
ployer pickup of normal employee contributions to a pension plan. 
Xawtimg to the New York State study, the IRS guidehnes for 
these plans are as follows: T*"*^ ' '*^tT' 
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a The gwenuoental penskm plan must he a tax-qualiftad or qpialifiaMa pism (Sec- 
tion 401(a> the Code) and tta trust exempt from Federal income tax under Secikm 
6QI(a), 

b. The employer mvgt epedly that the contributkii^ although designated 80 em- 
frfoyee contributions^ are being paki by the emptoyei in lieu of oontiibutmis by the 
employee. 

c. The employee mu»t not be given the option <rf dKMeis^ to receive the cmtribut* 
ed amounts directly instead of having them paid by the empk^r to the pension 
fund. 

Information on the availability of employer pickup plans is 
scanty. Three States, Illinois, Kentucky and Missksii^i, reported 
having employer pickup plans on the 1982 NASRA survey of State 
retirement plans. However, the survey did not request information 
specifically about the availability of these plans, and Uierefore it is 
likely that other States offer employer pickups. 

Under an increiKsed take home plan (ITHP), the employer pays a 
portion of the employee's pension fund contribution much as is 
done under ''employer pickup plans/' However, since the ITHP is 
not enacted speciHcally under secticm 404(h) of the Internal Reve^ 
nue Code, the employee's grws salary is not miuced for Federal 
income tax purpoKS* Under ITHP the employee's gross salary and 
Federal tax liability are not changed, but his take^home pay is in- 
creased because the employer absorbs some portion of the emplov- 
ee's contribution. WMe employer pickup plans impose eraentially 
no cost on the employer, ITHP increases the cost by the amount of 
the reductions in employee contributions. New York has ITHP 
dating from 1960 for employees not covered by the Tier III Plan 
(non-contributory). It is not known if other States maintain ITHI^. 

4. Retirement with full benefit^- retirement with reduced benefits; 
age and service requirements 

Age and service requirements for full and reduced pension bene- 
fits used by the different States vary. Figures A-1 through A-8 
show the age and years of service at which State workers can 
retire and receive full or reduced benefits. Figure A-1 shows the 
age and service requirements for each State. The retirement age 
used in this figure is the youngest age at which full retirement 
benefits are payable and the years of service require for retire- 
ment at that age. Twenty States permit retirement at any age, pro- 
vided that the service requirement is met; in 15 States this service 
requirement is 30 years, four States require 36 years and one State 
allows retirement at any age with 25 years of service. Nine States 
provide unreduced benefits at age 60, and 11 not until age How- 
ever, of the States requiring workers to be age 65 for unreduc^ 
benefits, the reKjuired years of service are considerably 1^ tha:i 
those required by States permitting retirement at a younger age. 
Alt<^ether, half of the States covering 30 percent of all State work- 
ers permit retirement with full benefits at or before age 55, which 
is the youngest age allowed for full benefits in the Federal civil 
service. 
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Figure A~2 shows the percentage of all State employees covered 
by a Statewide retirement plan wxording to the age specified in 
their plan for normal retirement Over one-third of State empl<>y- 
ees are covered by plans tihat do not specify an age for retir^nent, 
but allow retirement with full benefits when the service require- 
ment is met. Nearly 46 percent <rf all State workers can retire 
before reaching age 60; 23 percent must be #5. 
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Figure A-3 presenta the distrilmtkm of y^ms of 9ervioe required 
for full benefits. Nmety-^five percent of State employees are in 
plans that allow retirement with 30 or fewer ymrs m service, al- 
though Uiey must have reached Jti^ age specified by the i^an. 
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Figure A-4 shows the proportions of State employee according 
to the combined age and service requirements of the plara m 
which they participate. As the figure indicates, over a third of em- 
ployees are covered by plans that do not specify a retorement age, 
and of those, most are in plans that require 30 years of service. Tbe 
bar at the far right on the figure shows that the second most 
common retirement age is 65, but the most ^^f?"*^" ^j^^f^.^^ 
quirement at that age is less than five years. No State requires 
more than 10 years of service when the normal retirement age is 
65 Overall, over 30 percent of all State workers participate m 
State retirement plans that provide full benefits at age 55 or 
younger with 30 or fewer years of service. 
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All but four States have a providon for ^arly retirement with re- 
duced benefits. In oompariaon, the Federal civil service has no 
M|uivalent provision for thw kind of voluntary ^ly retirement 
lite distribution oS the age and tervke requii^^^n^^^ for 9»x\y re- 
tirement from State ^ployment are shown in figures A-5 thrmigh 
A-8. Figure A~5 shows the distribution of the l^tes according to 
their age and service requirements for early retiren^t witii re- 
duced benefits. Nine States allow early retirement at 55 with 
only 10 years of service, but tl^re is a very broad range of early 
retirement requirements among the States. Hiirteen l^tes allow 
early retirement at age 50 or younger, and these 13 Statra employ 
44 percent of all State virorkeiu 
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ftid4Mrkie Smslema: Eariiak Am for Betirenmi With Reduced 
Benefits ajid Yeem of Service Reifuirai 60 States 




Figures A-^ ard show early retiretc^t age and service re- 
quirements separately and the proportion of all State employees to 
whom the different provisions pertain. Figure shows the pro- 
portions of State employees covered uncter the specific combina- 
tions of age and service required for early retirement Over one- 
third of all State employees have the option to retire with reduced 
benefits at the age of 50 if they have five years of service or are 
age 65 with as little as one year. (Benefits for someone retiring 
with this little service would, generally, be quite smallX 

Nearly all the States use an actuarial formula to reduce the ben- 
efits of workers taking early retirement and, therefore, there is no 
cost to the retirement plan for providing this option. A few States 
use something lass than an actuarial reduction, and some use com« 
bined formulas, depending on the retiree's age. 
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FiouBs A-6. Eariiert Retiranent Ara for Reduced Benefits, Percent qf AH SMe 
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Picufuc A-7. Years of Service Required at Earliest Retirement Age for Reduced 
Benefits. Percent of All State Employees 
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Viovmt A-^. Age and Servke Cooibiiuitimw for Red^iced Retirement Benefits 
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5. Disability practices 

Most States provide for disability retirement. The detinitions of 
disability vary About half the States require that the disability be 
total and permanent and that the individual be unable to engage 
in any gainful employment, while the other half require only that 
the person be undble to perform his own or a comparable jd). Of 
the States requiring permanent and total disability, most use the 
social security defmition of disability— the remaLider use their own 
definition. 

States also impose service requirements. In about half the States, 
the length of service required is longer or shortei than the retire- 
ment veF*mg period; in the other half it is the same. Usually the 
service lequirement is either five or 10 years. Five States have 
LTD insuran(^ plans. 

While the methods States use to compute disability retirement 
benefits vary widely, they are almost always related to the normal 
retirement formula. The worker is usually credited with years of 
service, up to a maximum of 20 to 30, projected to normal retire- 
ment age, or to age 60. As a rule, benefits are not reduced to take 
account of the early retirement age. Some States offset al! or part 
of social security but typically the State disability benefits are 
added to social security. Other common State practi<»s include 
placing minimum and maximum limits on benefits, offsetting bene- 
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fits by workers' compensation, and iniptwing a limit on earned 
income. 

6'. Capital accumulation plana 

u Stdiori 4:>: plans.— Section 457 of the Internal Revenue Code 
authorize!* State governments (and their political subdivisions) to 
iissist their employees in deferring compensation. Deferred compen- 
siitioii gent'rallv refers to wages earneti in one period but not re- 
ceived until the worker htus resigned, retired, or died. The wages 
that are deferred are not counted as taxable income until the em- 
ployee receives them (along with any accrued interest or earnings). 

Section 457, created under the Revenue Act of 197«, was a re- 
sm)nse by the Congress to the IRS's intent to issue regulations that 
would have ended the favorable tax treatment of deferred compen- 
s;ition plans. Although deferred compensation plans have existed 
for at least 30 years, the first favorable ruling from the IRS did not 
come until 1%0. The first favorable ruling on deferred compensa- 
tion plans for public employees came in 1972. The IRS later deter; 
mined that this ruling was incorrect. In January 1978, the IRS 
issued propt>sed regulations that would have ended the favorable 
tax treatment of deferred compensation plans— leading to the in- 
clusion of Section 457 in the 1978 Revenue Act. 

The following are the general requirements of Section 4.>/ plans. 
Emplovees participate on a voluntary basis and up to 'ASVs percent 
of an employees "includible" income (up to $7,500) may be de- 
ferred "Includible"' income dw^s not include amounts deferred 
under the plan (or other types of deferred compensation plans) or 
employer "pickup" plans. Thirty-three and one-third percent of m- 
cludibl<' " income is equal to 25 percent of a nonparticipatmg em- 
ployee's gross income. Employers may not make supplemental con- 
tributions to the plan. Distribution of the deferred compensation 
may only occur after separation from the employer or for uijfore- 
seeable emergencies. There is no penalty for distribution ot funds 
before age 59V2 (as is the case of IRAs). The full amount of the de- 
ferred compensation, including any earnings or property rights, 
must remain the property of the employer (State or local govern- 
ment) until distribution. The plan may provide employees with a 
range of invt>stment options. Because of the property rights re- 
quirement necessary for favorable tax treatment, the plan may not 
be under obligation to transfer investments at an employee s re- 
Several ft atures of section 457 plans rnay make thbm less desira- 
ble tu State empIoyet>s than section 40l(k) plans. Section 457 plans 
are h>ss portable; they may only be rolled over into other section 
457 plans within the siime State. Section 401(k) plans may be rolled 
over into IRAs or other "qualified" plans Because section 457 
plans art- not "qualified ' plans they receive less favorable tax 
treatment t't the time of distribution. Specifically, a lump sum dis- 
tribution from a station 457 plan does not qualify for the special 

^his tx-m-nlai'c would difTf r if thf f rnplo.vt* p jrtitifwtes in mort- than one deferrt-d contri- 
bution plan <;r . n.plon-r "p.ckup ' plan Tbt-re are spt^>al rule« on c<..mb„..ng income or «s 
ducinje the -Hilary biise in pplv »g tiw contribution litnit*s for such employees 

»'Kor the definition of V-atifled plans, see pa«e 22H 
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10-year income averaging available to lump sum distributions from 
section 401(k) plans. Finally, the contribution limits for higher paid 
employees (generally those with gross income of over 130,000) are 
higher under section 401(k) plans. 

Section 457 plans are, however, considered less difficult to ^min- 
ister. First, because they are not ''qualified'' plans, they do not 
have to conform to the rules governing such plans (such as the non- 
discrimination provisions). Second, no employer matching is per- 
mitted under section 457 plans, while matching is permitted under 
section 401(k), Finally, the applicability (and, therefore, legality) of 
section 401(k) plans to State and local governments is more uncer- 
tain than 457 plans. Because 401(k) plans are essentially ''profit 
sharing'' plans, there is some question of their availability to the 
non profit public sector, A 1980 IRS General Counsel's memoran- 
dum does suggest, however, Uiat tax exempt entities (including 
State and local governments) may be able to set up 401(k) plmis. 

The Council of State Governments report*^® states that 30 of the 
36 States which responded to their October, 1982 survey had set up 
deferred compensation plans for their employees, Hiree other 
States had parsed enabling l^pslation but enrollment of employees 
had not begun at the time <rf the survey. The New York State 
study reports that about 80 percent of the States had implement- 
ed deferred compensation plans (the report was issued in Novem- 
ber of 1983), The study also noted that, while comprehensive fig- 
ures are not available on local governments;, 700 counties^ have 
joined a deferred compensation plan offered by the National Asso- 
ciation of Counties and the Conference of Mayors, 

Data on participation in section 457 plans are limited. However, 
both of the studies reviewed for this discu^ion plaw participation 
at about 10 percent of eligible employees, 

6, Other p/am?.— Deductible Voluntary Employee Contributions 
(DVECs) arc very similar to IRAs. They are authorized in section 
72(o> of the Internal Revenue Code, which was added by the Eco- 
nomic Recovery Tax Ac^ of 1981, The differences between DVECs 
and IRAs include: 

Participation.--AvaUable to employees covered by a pension plan which specifical- 
ly permits deductible voluntary employee contributions. The contributions must be 
voluntary; they may not be matched or subsidise 

Contribution limits— The maximum voluntary contribution is the leaser of $2^000 
per year or 100 percent of income. Unlike an IRA, no separate account or addittonai 
contribution is permitted for the individuars non-working spouse, lliese contribu- 
tion litnits must be offset against IRA limits. Thus, an employee who makes a maxi- 
mum $2,000 DVEC cannot make a separate $2,000 deductible contribution to an 
IRA Contributions may be made as late as April 16 for the preceding tax year, if 
permitted by the plan 

Section 403(b) Tax Deferred Annuities (TDA) are basically avail- 
able to public educatie^ employees. The rules governing TDAs are 
rather complex. Since this report does not deal specifically with re- 
tirement plans for teachers, and TDAs would not be permitted for 
most Federal employees, the reader is referred to the New York 



••State Deferred C^mpensatiofi 
•'SupplemenUil Rrtirement Planu for New York 
'^Suppiemental K^ttretnent Plans for New York 
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State Pension Commission report for a full discussion of this type 
of supplemental retirement pltm. 

D. MUNICIPAL AND C50UNTY SYSTEMS 

While many States cover county and city workers in the State- 
wide retirement system for general service workers, many local 
governments operate their own retirement system for these work- 
ere. Acconiing to the 1982 Census of Governments, there are 491 
such general service local systems employing nearly one million 
persons. A complete review of non-Federal retirement wstems 
should include at least an overview of locally funded and admmiS" 
tered retirement coverage provided to local workers. There is, how- 
ever, no current source of information that describes the features 
and benefits of all or most of these retirement plans. 

In addition to the limited information included m the Cen^ of 
Governments, the only data available are included in the Wyatt 
Company's 1981 report covering 24 localities. The 24 lot»Iities were 
selected to represent a variety of geographic locations. While these 
24 plans give some idea about local pension plan practice, it should 
be remembered that they do not constitute a representative sample 
of plans from which national generalizations can be drawn." 

According to the Census of Governments, 70 percent of locallj 
administered pension systems also provide social security coverage 
for all their employees, and another 13 percent provide social aeeu- 
rity coverage for some of their employees. The local plans described 
in the Wyatt report indicate that local pensions are not integrated 
with social security, but arc simple add-on plans. 

Benefits under local pension plans appear to be more generous 
than those under State plans. According to the Census of Govern- 
ments, average monthly benefits to retired general service workers 
in 1982 were 37 percent higher than average benefits to that cate^^ 
gory of retired State employees. While average benefits are a func- 
tion of many different factors, the accrual rates of the 24 plans da- 
scribed in the Wyatt report are generally high. Eighteen out of the 
24 plans have accrual rates of 2.0 percent or higher. 

Nine of the 24 localities require that workers be 60 years old 
before they are eligible for unreduced benefits. Of those, eight re- 
quire only 20 or fewer years of service. Another 70 localities allow 
retirement at age 55 or younger with 30 years of service. All 24 lo- 
calities have provision^ for early retirement with a reduced benelit. 
In about ^alf of the iurisdictions, early retirement is provided at 
age 55 or younger with 20 or fewer years of service. 

Vesting periods and the compensation base used m local pension 
systems resemble those in State plans, with most local plans re- 
quiring either five or 10 years for vesting and using either three or 
five years as the compensation base. In addition, most local plans 
provide some kind of postretirement annuity adjustments on either 
an ad hoc or automatic basis. Ten of the 24 plans includedm the 
Wyatt report provide automatic a4justment« based on the CPI but 

'"iwl^iities 8«-; Atlanta. BftlUroore, Chkap*. Oncinnati. tjook ^SiL,^}^^^';;^' 
Lm Anaeles City, Loe Angeles County. Milwaukee Gty. Milwaukee Cwnt^, Mon^^n^ Co^^ 
oSbtXhliile'^New Orleans, New Vork City. Omaha, Or««e County Ph.Jdelph«. IW 
n«, Hirhrnorid, St. Lou», San Diego County. San Francisco City and County. Seattle. 
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caiv^ at either three or Ave percent aeven provide hoc a4ju8t- 
menta, and only two indicate no adljustments. 

Local pension plans are generally contributory systems, with the 
employees' contributions varying between three and eight percent; 
four of the 24 plans are noncontributory. 



I. 
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APPENDIX B: FINANCING THE CIVIL SERVICE 
RETIREMENT SYSTEM 



L hrnomicnoN 

This appendix aBalyzes the fmandng of the civil servke retire- 
ment system (CSRS) separately from the main topic of this Bthdy. 
Once the federal government has established the new program, 
tl^re will be two retirement programs. The old program will disap- 
pear grwiually as the new program takes over for all Fe(teral work- 
ers. Federal taxpa3^rs want to now how future costs might affect 
ti^ Federal budget deficit and taxes. Fe^ral workers want assur- 
ance that they will receive their promiwd benefits* 

This section answers fonr questicma: 

L How does CSRS financing differ from private pension financ- 
ing? 

— Private employers must set aside enough money to fund the 
retirement benefits they have promised. Despite setting aside 
substantial budget authority to cover future costs, the Feder- 
al Government unavoidably pays for CSRS bene0ta as they 
come due* 

2. What does ''amortizing on u*^funded liability^' mean for the 
CSRS tnurt fund? 

— Amortmng the CSRS unfunded liability would not nei^^ssari- 
ly change future costs, but it would ac<x>unt for them explicit 
tyly in the gross Fede/al ddt»t. However, debt held outaide 
the Federal Government by the public would not change* 

3. Could Federal workers or taxj^yers gain from inv^ing CSRS 
funds in assets other than Federal Government securiti^? 

— Investment of CSRS funds in assets other than Federal Gov- 
ernment securities would have little economic effect* 

4. How would the five illustrative pension plans analyzed in 
Chapter 5 affect the Federal imified budget? 

— The overall '^employer cost'^ was held constant in the analy- 
.SIB of the five illustrative pension plans in Chapter 5, but tw 
"employee cost" varied depending on how much the empl^- 
ees were estimate to omtribute to each plan. This implies 
that the total cost of these plans would vary. Hie anlysis 
shows that the effect on the unified budget deficit would 
vary depending on: (a) the baseline against which one com- 
pares the plans; (b) the level of employee and employer con- 
tributions; and (c) whether the funds are held on- or off- 
budget. 
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II. DlKFEKENCES BETWEEN PRIVATE PENSION AND CSRS FUNDINO 

Private employers must set aside enough money to fund the re- 
tirement benefits they have promised their employees. The Em- 
ployee Retirement Income Security Act of 1974 (ERISA) established 
the funding standards that private pension plans must meet. In 
contrast, th» Federal Government does not set aside funds to cover 
the benefits it has promised to civil servants. Instead, it sets aside 
budget authority through an intrabudgetajnr transaction between 
the general fund and the CSRS trust fund. TTiis budget authority" 
does not cover the full estimated future liability in CSRS. However, 
even if the Federal Government did set aside enough budget au- 
thority to cover the estimated future costs, it still would pay for 
CSRS benefits as they come due. 

A. PRIVATE PENSION FUNDING 

The purpose of {irivate pension funding is to a^ure that employ- 
ers set {iside enough money to fund the retirement benefits they 
have promised to their employees. The funding method differs de- 
pending on whether contributfbns go to a defined contribution plan 
or a defined benefit plan: .... 

• Under a defined wntribution plan, the contribution to an 
employee's account is fixed. The benefit becomes whatever 
the employee can buy with the amount accumulated in his 
account. For example, the employee could buy an insurance 
annuity providing a constant monthly payment until he dies. 

• Under a defined benefit plan, a formula in the plan deter- 
mines a retirement benefit, but not the contribution. For ex- 
ample, a defined benefit could be a specified amount per 
month, percent of pay, or percent of pay times yeare of serv- 
ice. Actuarial estimates of the future pension benefits deter- 
mine the contributions necessary to pay for the benefits. 
These estimates require a^umptions about such factors as 
the rate of change in wages, rate of return on investments, 
rate of employee termination, rate of disability retirement at 
different ages, and rate of death at different ages 

The ERISA requires private employers who have established pen- 
sion plans to meet certain funding standards. These standards 
apply mainly to defined benefit plans because the defined contribu- 
tion plan is "fully funded" by definition. That is, the plan defines 
the employer's contributions so that after the employer makes his 
contributions his obligations are fully funded. . 

Under defined benefit plans, ERISA requires employers to: (1) 
fund the pension benefits earned each year by the employees; and 
(2) "amortize" or pay off over a period of time certain supplemental 
liabilities, such as: 



''The U S. (k-nerai 



Accounung Office has defined budget authority as: Authority frovidtd by 
Uw to enter into obligations that will rwwit ui imnjediat« or future ooti«y» u.v..lvui« FederaJ 
Oovernmeni funds, except that bud^ authority does not include authority to 
tet the iTpayment of in^W«dn«» incurred by another person or (fovernment. The J»SJcJorm» 
of budset authority are appropriations, authority to borrow, and contract authonty Budget au 
thority may be ctaasified by the pcrkrf of availability (l year, multiple-y^ no^yww;), by t^ 
timuu of congresBional acAm (current or penuanent), by the manner^ d«<«iTOUung tbe 
amount available (definite or indefinite). See U S. General Accounting Offtoe, A Gloaaa.^ of 
t«mw Used in the Federal Process, p. 41. 
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—benefits tkised on pagt service, or dcH^alled "past service cred- 
its'' for which th« employer has nU set aside funds (amor- 
tized over no more than dO ywn); 

—increased benefits granted to individuals with benefits bawd 
on past service for which the employer has not set aside 
funds (amortized over no more than 15 years); 

—losses or gains to the fund l^sed on experience that differed 
from actuarial assumptions (amortized over no more tha^, lb 
years); and 

—losses or gaii]ts to the fund implied by changes in actuarial 
assumptions (amortized over no more than 30 yea si),^' 

B, FUNDING OF THE CIVIL SERVICE RETIREMENT SYSTEM 

The statutory funding policy for CSRS is: 

• Employee and employing agencies contribute seven percent of 
basic pay each or 14 percent overall The 14 percent of basic 
pay approximates "static normal cost/' 

• Under the Civil Service Retirement Amendments of 1969 (RL 
91-93), the general fund transfers to the CSRS trust fund three 
types of payment^: 

—payments to amortize over 30 years any increase in unfund- 
ed liability resulting from additional benefit increases stem- 
ming from salary increases, but excluding cost-of-living ad- 
justments ((X>LA) on annuities; 
—payment of five percent interest on the statutory ''unfunded 

liability'' (see below); and 
—payment of the a^imat^ cost of benefits resulting from 
military service minus certain deposits made by employees 
for such service- 
As of September 30, 1983, the ^'statutory unfimded liability'' f;^r 
current employees and annuitants was $188 billicm. It is defin^ as 
the present value of all Kmefits payable to employees, former em- 
ployees, and their survivors minus: (1) the present value of the 
overall J 4 percent of future basic pay contributed by employees 
and employing agenci^ (static normal cost^, (2) the present value of 
the remaining 3(Vyear amortization payments that have been 
scheduled previously; and (3) the fund balance on the date of the 
calculation of the unfunded liability* 

The statutory meUiod used to calculate this unfunded liability is 
static. That is, there is no a^umed COLA on annuities or overall 
salary growth in the future. Under an alternate ''dynamic 
method,^' 0PM estimated the unfunded liability at $528 billion as 
of September 30, 1^, lliis estimate included assumed C^LA on 
annuities and salary growth of 5.0 and 5,5 percent per annum, re- 



^'Amartizsng \amtm or gmm iwiHing fitMo chan^^ in acUuuial mmnmptiom or expermce 
th^ difforad frosn the tmmatpUom alknm emphyem to avoid large chAogea in the percent «f 
fmrroll oootribuied to the pea^oa fuod from one time period to the next. Atsnxikiog a Uim in- 
vohm pBxitsff an additmial pmrcmit of payroU over 15 or 90 3fear8, wfaUe amortisifig a gain in- 
volves pacing a amali^ oeixxnt <^ payral over 15 or 90 yeom 

^^Baaed on VmtM States Offkx of Pmuioel Aianagemeot, US, Civil Servke Relirement 
System, Annual Report, SepL 80, 1983. 

^'^ '*9tatk oormal oast'' does noC account for ovrnmll salary growth or costof-living a^^tstmeiits 
in anntiitjes, 
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spectively,^® This increased the normal cost from 14 percent of 
payroll under the static method to about 36 percent under the dy- 
namic method. 

i\ AMORTIZING UNFUNDED LIABIUTlES IN CSRS 

Static or dynamic unfunded liabilities in the CSKS are account- 
ing concepts. They alert taxpayers to the level of future coste, but 
they have no current economic effect in themselves. Amortizing 
unfunded liabilities would not necessarily change future costs, but 
it would account for them explicitly in the grow Federal debt. 

The $528 billion unfunded liability estimated under dynamic as- 
sumptions by 0PM has raised concerns about the future cost of 
CSRS. Not only is it over 50 percent of the estimated present value 
of future benefits of nearly one trillion dollars, but OPM projects 
its relative size to grow. This would happen primarily because Con- 
gress does not amortize the CX)LA on annuities. 

Such a relatively large and growing unfunded liability would 
cause great concern in the private sector. Given the ever-present 
risk of pension plan termination in the private sector, employees 
would wonder whether the employer would set aside enough funds 
to pay for the retirment benefits he has promised. Congress allayed 
these fears in the private sector with the enactment of the funding > 
standards in ERISA. 

The risk of pension plan lo^es or even termination is difterent 
in the Federal Government. The 'Tull faith and credit'' of the Fed^ 
eral Government backs CSRS benefits, which depend on the fiscal 
and monetary policies citizens choose to support. Although relative- 
ly large Federal deficits are projected well into the future, the Fed- 
eral Government is not likely to go out of business or to default 
entirely on its obligations. However, Congress could cut pension 
benefits as well as other outlays as part of its overriding concern 
about budget deficits. 

D, EFFECTS OK AMORTIZING UNFUNDED UABILITIES IN (iSKS ON THE 

UNIFIKD BUDGET 

The U.S. General Accounting Office has provided this explana- 
tion of the Federal unified budget: 

The present form of the budget of the Fc»dera! Government adopted beginning 
with the 11M>9 budget, in which receipts and outlays from Fedenil funds and trust 
funds are consolidated. When tht»se fund groups are ccnsolidati'd to display budget 
totjals. transiictions that are outlays of one fund group for payment to the other 
fund group u.e.. interfund trani^ctior^) are deducted to avoid double counting By 
law, budget authority and outlays of off-budget entities are excludt*d from the uni- 
fied budget, but data' relating to off budget entities are displayed in the budget docu- 
ments.^^ 

Amorti2:ing unfunded liabilities would have no effect on the Fed- 
eral unified budget deficit. Only an interfund transiiction would 
occur in which: 



'**The dynamic rm^thod also usiti an assumetl iniertvl ruiv on th*- fund balance and unfund^^^ 
liability of six pewnt per annum inMead of th** five pert'**nt used under ihv static method 

''VS. General AcTounting Office A GIo»ary of Terms Used in the Federal Budg<»t Frocew. 

p. SI 
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• The general fund would transfer funds to the CSRS trust 
fund; 

• Hie CSRS trust fund would receive the funds from the gen- 
eral fund; 

• Hie transfer from the general fund would oflfset the receipt 
of the CSRS trust fund; and 

• The part of the gross Federal debt held internally by the 
Federal Govemn^nt would increase. This would refleet, 
however, only an explicit accounting for a debt that taxpay- 
ers would face in the future anyway. 



A- CIVIL SERVICE RETIRKMENT SYSTEM INVESTBfENT POUCY 

The CSRS trust fund balances are presently invested only in 
United States Govertiinent ^curities. Hiese securities are regarded 
as default-free and th^y are redeemable at par value any time. 
In other wonte, the trust fiwd can omvert ti^se securiUee to cash 
as needed with no risk <rf capital lom. Hie United States Code (5 
U.S.a 8348(d) and (e)) specifies the interest rate: 

(d> The abligstiofi tSMied (at purcime the fuod rimU have maturitke fixed with 
due regard for tiie needs of the fund and bear intanest at a rate equal to the average 
market yMi computed as oi the end of the calendar mcmth next meceding the date 
of k»ue, borne by all roarfcetabte intereatWrimc obl^tiona of United States thc^ 
forming a part of the puUic debt whkh are not mie or callable until after the expi- 
ration of four yiwuna from the end ai the calendar nKmth. 

(e) The Secretary (of Timsury) may purchase other intereet4iearing obligations of 
the United States, or obl^i^kms guaranteed as to both principal aiul interest by the 
United States, on original imw or at tl^ market price only if h^ determines that 
the purchases are in the public interest. 

As of September SO, 1983, about 98 percent of the CSRS trust 
fund assets of $109 billion was held in the form of non-marketable 
special Treasury bonds and certificatas of inddbtedna^.^^ The re- 
maining two percent was held in marketable government securi- 
ties. These inv^ments provide a risk-free yiela to the CSRS trust 
fund. Tl^y reflect the average yield m marketable interesti>earing 
obligations of the United States tha o compose the |»rt of the na- 
tional debt not due or callable before four years have passed. When 
invei^rs can earn an interest premium for investments with matu- 
rities exceeding four years, this will yield a rate of return to the 
CSRS trust fund that will be higher than if its investments were in 
sectu-ities with interest rates linked to shtortrterm investments. 

The interest yield to the CSRS trust fimd has no effect on the 
Unified Budget deficit. Much like amortizing an unfunded liability, 
the payment of interest by the general ftmd to the CSRS trust fund 
is an intrabudgetary tiansaction. Receipt of interest by the CSRS 
trust fund offsets the transfer by the general fimd. 

A higher yield on investments might make civil servants feel 
more secure or help decision makers consider future c»sts explicit- 
ly, but it has no direct effect on future ojsts. Moreover, since the 
current CSRS is a defined benefit plan, a higher yield would have 
no effect on the retirement benefit. The benefit is determined by a 



**U.S OflTwe oi Bnvaonel Mamigeroefit VR Civil Service Retimnent f^y^em. Annual 
Report, p 21. 
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formula that would remain unafTected by the trust fund invetment 
yield. Of course, Ccngrees could increase benefits later in response 
to a realized higher yield, but civil servants could not count on thiS 
without a statutory guarantee. 

B. raiVATK SBCTOR INVK8TMKNT 

/. The proponents ' view 

When yields on default-free U.S. Treasury securities seem rela- 
tively low compared to average yields on risky but successful corpo- 
rate stocks and bonds, some have suggested investing CSRS trust 
funds in private securities,'* The argument is: if the Federal Gov- 
ernment invests CSRS funds in the private sector then: 

• The trust fund would earn a higher yield than it would in- 
vesting in government securities; 

• Under a defined benefit plan, the Federal Government would 
rear a savings because it would need to contribute fewer tax 
dollars to the trust fund; 

• Under a defined contribution plan, the employees retirement 
income would increase; and 

• Capital formation would increase, which would increase eco- 
nomic growth, future national income, and future tax reve- 
nue. 

3. Private investment and yields 

Economic theory does not support the assertion that private 
sector investing would necessarily reduce CSRS costs or mcrease 
benefits. A shift from essentially risk-free government securities to 
risky private sector assets could increase the expected yield on the 
combined CSRS portfolio, but this would exchange a certain yield 
for an Mwcertom yield. ^. ^ , 

Portfolio managers try to maximize yield by attempving to select 
an optimal mix of risky assets. These assets might include sho^^ 
term bond^, long-term bonds, or corporate stocks. Two basic ap> 
proaches often guide selection: (1) long-term interest rates tend to 
exceed shokt-term interest rates; and (2) a diversified portfolio of 
risky assets whose risks tend to ofEset each other can achieve a rel- 
atively hig^i expected yield. , . i„ 

V ^ zre two main competing theories on the relationship be- 
twet >rf -tenn and long-term interest rates: the capital risk and 
pure ^tions hypotheses. The capital risk hypothesis asserts 
that investors can demand a risk premium on long-term bonds to 
compensate them for giving up the liquidity obtained from an oth- 
erwise equivalent sequence of short-term bonds. TliiB implies that 
long-term ^nd interest rates will exceed shor^term bond inter^ 
rates in th^ long run. The pure expectations hypothesis contends, 
on the other hand, that investors' demand for long-term bonds is 
strong enoiUgh to bid away the capital risk premium that might be 
associated with as givei- supply of long-term bonds. This suggests 
that long-t«rm bond interest rate will equal short-term bond inter- 
^t rates inj the long run. If the pure expe<itations hypothesis holds, 

" See Jon S. i'oHeel. Investment Implk^tions of New Federa) Retirement PUn. 

o i , -1AT.»"^^ 
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private and public pension fund managers can gain nothing in the 
longrun by inviting in long-term bonds."" 

Risk involves the chance of earning a lower yield than expected. 
An optimal portfolio provides an expected yield that no other port- 
folio can equal or exceed at a lower risk.** In other words, an in- 
vestor could choose a mix of securities that provides a higher ex- 
pected yield, but the risk of a lower expected yield would be higher 
than in the optimal portfolio. When portfolio managers diver^fy 
their risky assets, they reduce the overall chance of a lower than 
expected yield, but they do not eliminate risk. In contrast, default- 
free government securities eliminate risk. 

There is no risk either to civil servants or to the trust fund 
under the current policy. Civil servants face no risk because CSRS 
provides a defined benefit. The trust fund has no risk because its 
assets are considered to be risfltless. The assets are riskless because 
the "full faith and credit" of the Federal Government backs them. 

If a new defined contribution program were created and its funds 
were invested by each civil servant in risky private assets, some 
civil servants would earn a higher yield and others would earn a 
\ofer yield by accepting more risk. Whether there would be a net 
igdn or loss for any given civil sen'ant would depend on his portfo- 
lid performance over a given period of time. In the aggregate, the 
^Verage yield would depend on genera! economic conditions. Civil 
twrvants could earn a higher yield than the risk-free government 
A^urities during an investment boom, but they could also earn a 
lower yield during a securities market downturn, 

</. Higher yields and total lifetime compenmtion 

Assuming the Federal (iovernment could earn a higher yield on 
CSRS funds, would the present value of total lifetime compensation 
of civil servants increase? If one accepts the view that labor mar- 
kets determine the ioU\\ lifetime compensation that taxpayers pay 
to employ the kind of labor they want, total lifetime compensation 
would not change in the long run. If one rejects this labor mfirket 
view, one might argue that the political process determines total 
lifetime compensiJtion. This approach does not explain, however, 
why total iifetime compensation would differ continually from the 
expected market level. The labor market view allows for differ- 
ences from the expected market level, but they are "compensating 
dilferentials." That is. they compensate for differences in produc- 
tivity or quality of labor. 

Under a defined benefit plan, the benefit remains constant even 
if a higher yield is earned on CSRS funds. Under the labor market 
view, the present value of total lifetime compensation while work- 
ing would not change from the market level. It would appear as if 
the Federal taxoaycrs would pay lower taxes to finance the defined 
benefit. This rr.ight be a savings to the Federal taxpavers. However, 
they would pay for the same present value of total lifetime com- 
pensation anyway, but in a different form. Interest payments made 
by the borrowers of these (xxnAs would replace Uixes, The distribu- 



•"SiH- ftibert D Au»Thu<:h, Financial MarkeUt and inbtitutioriH, o .61 ■ 1«7 
Ibid . p mV2ir, ^ 
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tion of interest payments might differ from the taxes, but the 
amount needed to pay the defined benefit* would not change. 

i Higher yields and savings to the Federal Government 

Assuming the Federal Government could earn a higher yield on 
CSRS funds, would this be a savings to the Federal taxpayers? Con- 
tributions to defined contribution plans would remain unaffected, 
but this might change the amour* of contributions to defined bene- 
fit plans. Any revenue gained nsk premiums paid to the Fed- 
eral Government bx private ii ors on borrowed funds would 
offset future taxes and other revenues that the Federal Govern- 
ment would otherwise need to con' ribute to finance defined bene- 
fits. 

In the long run, if one ignores distributional effects of different 
types of revenues, there would be no savings. Consider an exmple. 
Suppose the Federal Government sells default-free 20-year Treas- 
ury bonds to private lenders and immediately lends these funds to 
private investors for 20 years at the default-free interest rate plus 
a risk premium. Assuming the private investors do not default on 
their loans, in 20 years the Federal Government would have gained 
the compound value of the risk premium.*^ As a result, the taxpay- 
ers would not need to pay taxes of the same amount to help fi- 
nance CSRS or qny other Federal outlays, but the present value of 
total levenues w:>uld remain constant. The F^eral Government 
would have change d only the source of revenue it collected, not the 

amount. „ . , , . . . , , 

Suppose further tV ; the CSRS trust fund is held outside Federal 
Government. As thi* lund earned the compound value of the risk 
premium, it would retain this revenue. In other words, the addi- 
tional revenue wou»d not show up in the unified budget. It would 
appear as if the compound value of the risk premium had been 
saved through lower contributions than would have been needed 
otherwise, but this cost would have been shifted off-budget. The 
compound value of the risk premium still ^ould cover the same 
amount of retirement benefits, but it would no longer appear as 
revenue in the unified budget. 

5. Higher yield and the savings rate of civil servants 

Assuming that the Federal Government could earn a higher rate 
of return by investing CSRS funds in the private sector, the only 
real effect could occur under a defined contribution plan where the 
new policy might induce civil servants *to increase theii rate of 
saving. This could occur under the substitution effect as the higher 
after-tax investment yield on saving makes current wnsumption 
-more costly relative to future* consumption. Also, civil servants 
might increase current consumption with the increase in income 
resulting from the higher yield, which could reduce their rate 
saving. This could leave their desired savings rate unchanged. A 

•* Also. th£«e »rtio«i would affect credit mar ►.eta. WV.vn the Federal Opvernioent mcnae^ 
the supply of def»ult-ftw secuntiM relative to iheir demand, the ;*ice of theee secuntMW de- 
cline* and their tntei«st rate tncTMae* Likewi»e. when it in turn lOcroMM the demand for pn- 
vste »ecuritie» iflative to supply, the price of them increnes and their inter^ rote dechnee. 
Pramimably, the net effect would not eJiminate the risk preinium. but it would reduce further 
any perceived advantage to this approach. 
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small increase in ^mving resulting from a change in the behavior of 
les^ than two percent of the labor force could increase capital for- 
mation, economic growth, national income, and future taxes. How 
this conjecture fits in with the Federal Government's overall poli- 
cies on savings and % etirement is not clear 

A defined contribution plan for civil servants that provides favor- 
able tax treatment would increase the afler-tax yield on saving and 
reduce the cost of future consumption relative to current consump- 
tion. For example, civil i^rvants could contribute pre-tax dollars to 
such a plan and gain the benefit of deferred taxes on the contribu- 
cioriS and accrued interest in the future. Since such plans are often 
available to private employees, this might make civil service retire- 
ment more comparable to private retirement plans. The cost to the 
Federal Government might appear to be the present value of the 
foregone tux revenue. It, the longrun, however, this cost probably 
would be borne by the civil servants in the form of reduced before- 
tax wages because their after-tax wages would not increase above 
the market level The distribution of their afler-tax lifetime com- 
pensation would shift away from current wages to deferred wages, 
but the present valu^ of total lifetime compensation after taxes 
would not change. 

If the increased rate of sa vings by ci^-il servants increased capital 
formation which increased productivity, which in turn increyased 
the market level of after-tax wages, then in the longrun total life- 
time compensation of civil seivants might iiicrease. Events necesh 
sary for this to oorur are highly speculative. Moreover, Congress 
usually considers the general gtjal of stimulating capital formation 
in a broader context than the relatively small CSRS programs in 
this report. 

IV. Budget Effects op the Five Iixustoative Plans 



If the Temporary Adjustment Act (Title II of P.L. 98-168) were 
made permanent, the Unified Budget could have: (1) separate trust 
(unds from which benefits would be disbursed for the old (pre-1984) 
and new (post-1983) employees; or (2) a combined trust fund from 
which benefits for all employees would be disbursed. Figure B-l 
displays the projected end-of-year trust fund balances to fiscal year 
2027 for the old employee, new employee, and the combination of 
old and new employee programs. 



A. trust funds for the old and new employees 
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The combined trxist fund wouli grow steadily from about $119 
billion at the end of fiscal year 1984 to $1,876 billion at the end of 
fiscal year 2027, However, the separate trust funds would diverge. 
The trust fund balaikce for old employees would grow slowly to a 
maximum of $263 billion at the beginning of fiscal year 2000, and 
then it would plummet to —$980 billion at the end of fiscal year 
2027, This drop would occur because annuities would outstrip con- 
tributions as the number of old employees diminished and the 
number of old pn)gram annuitants increased. In contrast, the trust 
fund balance for the new employees would grow exponentially to 
$2.S56 billion at the end of fiscal year 2027, 

These projections demonstrate that a combined trust fund would 
have sufficient budget authority to cover outlajrs each year 
throughout the proiection period under this study's assumptions, A 
separate trust fund for old employees was projected to run out of 
budget authority during Hscal year 2013, The trust fund for new 
employees was pn>^cted to accumulate budget authority, however, 
from over $1 trillion in 2013 to nearly $3 trillion by 2027, 

Assuming no behavioml change by Congress in response to low 
or n^ative balances in the old employee trust fund, total outlays 
from separate trust funds in any iiscal year would be identical to 
outlays from the cx>mbined trust fund. The Federal Government 
would continue to jmy for CSRS benefits as they come due. Appro- 
priations would need to be authorized, however, for outlays not cov- 
ered by prior appropriations or automatic appropriations stemming 
from employer and employee contributions each fiscal year, 

B, BUDGET KFrmrrs of the rrvE uxustrative pension plans on the 

UNIFIED BUDGET DEFICTT 

In the analysis of the five illustrative pension plans discussed in 
Chapter 5, "employer cost" was held constant, "Employee cost'' 
varied, however, depending on the amount employees were estimat- 
ed to contribute to the illustrative pension plans. This implies that 
the total cost of these plans would vary. 

The unified budget is an accounting framework used by the Fed- 
eral Government, It aims to reflect the role of the Federal Govern- 
ment in the economy, but it is not perfect. For example, it some- 
times excludes Federal activities despite their significant allocative 
efiect on resources in the economy. The analysis in this section 
shows that the efiect on the unified budget deficit of the five illus- 
trative plans would depend on: (1) the baseline against one com- 
pares the pension plans; (2) the level of employee and employer 
contributions; and (3) whether the funds are held on- or off*- 
budget, Because the CRS cost model was not deigned to produce 
tax expenditure estimates, the analysis does not include estimates 
of revenue loi^ses associated with the favorable treatment of capital 
accumulation plans. 



"The U.S. CteneraJ Acccmnting Office defines **off-biidgei" entities as: Certain fede^ly 
owned and a>ntn>lted entity whcee trans^tioi^ (e.g., tHid^ authority or outlays; have been 
exciuded from bu^g^ef totaJ^ under pron^iorra of law ilie fiscal ^tivitka of these entity there- 
fore, are not retlecied in either bud^^ authoritv ai' bwfiprt ouUa3^ totala. However, the outlayv <^ 
olT^Hidget FedemJ entities are added to iiu: buo^ deficit to derive the totaJ govemnient iStiftdt 
that hm to be financed by borrtjving from the public or by other mean^i. 
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Tables B-1 through B-4 present the projected effects of the five 
illustrative pension plans on the unified budget deficit tor fiscal 
years 1986 through 1991. Tables B-1 and B-2 compare the plans to 
coverage under social security only. Tables B-3 and B-4 compare 
the plans to the extension of the Temporary^ Adjiwtjient Act 
through 1991. Since the effects on the budiget deficit of Ban I are 
projected te equal the effects under the Temporanr Achustment 
AcCthe figures in tables B-3 and B-4 were obtained by subtracting 
the projections for Plan I from the conesponding projections for 
Plans ifthrough V in tables B-1 and B-2. One should remember, 
however, the extension of the Temporary A4justroent Act was esti- 
mated to cost about three percent of payroll more than Plan 1. 

TABLE B-l -EFFECT ON UfBflEO BUDGET DEFICIT OF THE FM fUUSniATlVE PEMSKJM PWNS 
COIK^ARED TO SOCIAL SECURITY COVERAGE ONLY WITH CAPITAL AOCUMUWTWN PIANS OH- 
BUDGET FOR FISCAL YEARS 1985 THROUGH 1991 
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• Smv a TaNporary Missm^ Act 8«n^ tteit inn 

/. Effect of Plan I 

Plan I is a 100 percent offset plan with early retirement at age 
55 with 30 years of service. It has an early-retirement supplement 
eaual to social security at age 62 for the years before age 62 and it 
has no capital accumulation plan. In 1986 and 1987, employ^ 
would contribute 13 percent of their total pay to this plan. As the 
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social security tax rate increases, this rate would drop to 0.94 per- 
cent and 0,8 percent in 1988-1989 and 1990-1991, respectively. 

Compared to coverage under social security only, Plan I would 
reduce the deficit. Table B-1 shows that the net effect of increased 
receipts from employee contributions and increased outlavs for em- 
ployer contribution refunds plus disability and survivors benefits 
would rise from $18 million in fiscal year 1986 to $86 million in 
fiscal year 1991, Because Plan I would have the same effect on the 
budget deficit as the extension of the Temporary Adjustment Act, 
table B-8 indicates that there would be no difference in budget def- 
icit effects between the two plans. In addition, since Plan I does not 
have a capital accumulation plan, the off-budget estimates do not 
differ from the on-budget estimates, 

2. Effect of Plan JI 

Plan II is 50 percent offset plan with early retirement at 55 with 
30 years of service. For the years before age 62 it h^ an early-re- 
tirement supplement equal to social security benefits at age 62, 
Plan II has no employee contributions and no crpital accumulation 
plan. 

Compared to social security coverage only, Plan 11 would in- 
crease the deficit by increasing outlays for disabili^v and survivor 
benefits. Also, compared to the extension of the Tenioorary Adjus^ 
ment Act, Plan II would increase the deficit. Table shows that 
a decrease in receipts resulting from no employee contributions 
offset by a decrease in outlavs resulting from no refunds of employ- 
ee contributions would yield a net increase in the deficit rising 
from $19 million in fiscal year 1986 to $123 million in 1991. Since 
Plan II has no capital accumulation plan, the off-budget f^res are 
the same as the on-budget figures for both baseline wmpariwns, 

J. Effect of Plan III 

Plan III is a 50 percent offset plan with early retirement at 56 
with 30 years of service. It has an early-retirement supplement 
equal to social security benefits at age 62, Plan III has a capital 
accumulation plan with the employer matching 50 percent or the 
employee contributions up to six percent of pay. 

Because Plan III has a capital accumulation plan, it has four pos- 
sible budget effects. One can compare it to: (1) coverage under 
social security only with the capital accumulation plan on-budget 
(table B-ly, (z) coverage under social security only with the capital 
accumulation plan oft^budget (table (3) extension of the Tem- 
porary Acyustment Act with the capital accumulation plan on- 
bucket (table and (4) extension of the Temporary Adjustment 
Act with the capital accumulation plan off-budget (table B-4), In 
general. Plan III reduces the deficit when the capital accumulation 
plan is on-budget and it increases the deficit when the capital accu- 
mulation plan is off-budget. 

Table B-1 shows the budget effect of Plan III compared to social 
security coverage only with the capital accumulation plan on- 
budget. Receipts would increase from the average employee wntri- 
bution of 3.3 percent of pay, but thev are offset nartly by an in- 
crease in outlays for employee a>ntribution refunds and disabilitv 
and survivor benefits. The net decrease in the deficit would chmb 
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from $47 million in fiscal year 1986 to $389 million in fiscal year 
1991. 

Table B-2 shows the same baseline » >naparison, but with the cap- 
ital accumulation plan ufT-budget. This would reverse the net effect 
fnnn a decrease in the deficit to an increase in the deficit as the 
average employer contritmtion of 1.65 percent of pay becomes an 
outlay. The increase in the deficit would rise from $26 million in 
fiscal year 1986 to $834 mUlion in 1991. 

When comparing Plan HI to the extension of the Temporary Ad- 
justment Act, the estimates for Plan I were subtracted from the 
corresponding estimat». for Plan ni in tables B-1 and B-2. TTw re- 
sults in tables B-3 and B-4 show that the net effects would be to 
reduce the deficit decrease when the capital accumulation plan is 
on-budget and raise the deficit in<^ease when the capital accumula- 
tion plan is off-budget 

I Effects of Plans IV and V 

Plan IV is a 50 percent oflfeet plan and Plan V is an add^n plan. 
Otherwise, these plans have the same key parameters. They have: 
(1) normal retirement at age 62 with three percent per year reduc- 
tions in benefits for early retirement; (2) annual CX)LA8 equal to 50 
percent of the CPI increase; and (3) capital accumulation plans 
with a 100 percent employer mateh of employee contributions up to* 
six percent of pay. Because these plans have the same "employer 
cost," no mandatory employee contributions, and the same capital 
accumulation plan, their effects on the bu<^t deficit would be 
identical. 

Table B-1 shows the budget effects of Plans IV and V compared 
to coverage under social security only with tJhe capital accumula- 
tion plan on4)udget. Receipts would increase from the average em- 
ployee contribution of 3.9 percent of pay, but they would be offset 
by an increase in outlays for employee contribution refunds and 
disability and survivor benefits. The net decrease in the budget def- 
icit would climb from $53 million in fiscal year 1986 to $399 million 
in fisoaJ year 1991. 

Table B-2 shows Plans IV and V compared to coveii;e under 
social security only, but with the capital accumulation plans off- 
budget There would be no increase in receipts, but outlays would 
increase from the 3.9 percent employer contribution. The increase 
in the deficit would grow from $60 in fiscal year 1986 to $740 rail- 
limi in 1991. 

Tables B-3 and B-4 compare Plans W and V to the extension of 
the Temporary At^ustment Act. They were derived by subtracting 
the estimates for Plan I from the corresponding estimates for Plans 
IV and V in tales Brl and B-2. In general, this would lower the cut 
in the deficit when the capital accumulation plans are on-budget 
and would increase the rise in the deficit when the capital accumu- 
lation plans are off-budget. 
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APPENDIX C: CRS COST AND REPLACEMENT RATE 
MODELS AND RESULTS 

I. iNTKMKXrnON 

CRS developed two compoter models for the analysis in this 
report One* an actuarial cost tiMKtel; estimates pensioii plan ousts 
as a percent payroll (ie., moTnal oosf) for a gnmp of new en- 
trants. The other, a r^lacemeot rate m^del, ertimates the propor- 
tion of final year's preretirraiMtt earnings re^^Msed by the main re- 
tirement benefits (i.e., pension, social security, capital accumula- 
ticm irian). The models were cfeveloped with actuarial supptnt and 
computer services provided under contract by Haj-Huggins, lac^ 
an actuarial and management consultant firm. The models, were 
written using Hay-Huggin's Pen^jn Valuaticm Language (PVL) 
proprietary software. Tbis ai^iendix dsscribes the concept of entry 
age normal cost, provi<tek; an overview of the CRS cost nnxtel, and 
presents a description of the methKxiology used to estimate pension 
plan costs. The methodology twed to calculate replacement rates 
and the decision rules used in devekqmient of the replacen^t rate 
model are also discussed. 

11. Entry Aok Nokmal Cost 

The cost of funding future pensicm bei^ts is exfnvssed as an 
entry age n(Hmal cost as used in the CSRS. The percentage oi 
every paycheck thait should ue aei askie over the t^al career oi 
each employee in a typical new esitrant group to pay fully for hem- 
fits received by that group, including benefits fimr their eligible sur- 
vivors. 

The concept of entry age normal cost may be illuirtrated by txm> 
ing a group of newly hired vn>rkers throu^ their woric careers and 
oa into retirement At any tame, a group ot newly hired mnployees 
is likely to be quite yming, on averafipe, ocnnpared to the mnpkosi^T'B 
total workforce. Those who leave the new oatrant group in the Urst 
few years will not be eligible for pension ben€»5ts of any kind. As 
the group matures, benefit rii^ts accnw, tyracally m a nuMiticm of 
age, service and salary; at the same time, the proportkm o( active 
woiiung roemberr oi the gnmp diminishes (see fi^^ure C-1). Some 
members of the gnmp will Imve voluntarily to wodk dsewlMnre or 
engage in some (M^ber activity. Othcnrs may be terminated involmi- 
tarily, bec<MiM disabled, or die beimv reaching retiremeont age. 
Some will continue to wtxrk for the mnplc^rer until drawing retire- 
ment benefits. As emi^c^irees ead SOTvice with an omployar, their 
braefit paynM>nt status is determined by the (dan's apedfkatkKDS 
and the particular oonditions under which they loave. 1!W employ* 
er's (^ligation to pay benefits may extend well bey<md the time at 
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which the worker leaves, with benefits being provided to the pri- 
mary annuitant until dealth, and to survivors as well. 

Over the work career, contributions to a pensi<m fund are made 
by the employer on behalf of the employee, and in some plans also 
by tlw employee himself, to pay for future benefits. Figure C-2 
traces the progress of a theoretical fund that would be built, and 
used, entirely for one gnmp of new entrants. (In practice, funds for 
all groups of emplojfees are commini^ed) In the initial years, t'te 
fund for the group of new entrants builds rapidly, since the majori- 
ty of the group are working and contribuUnjg to the fund, but few 
benefits are belog paid. At the same time, the fund's value accumu- 
lates, based on the return on its investment In later years, the 
fund b^ns to erode, as benefit payments are made to former 
workers (and/or their survivors). 



PMtmx C-1. Conceptital Bednment Fund Prelection 
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Estimates of future ben^ftita and future compensation are con- 
verted to present values by disomntmg future dollars to present 
dollars by the time value of money (i.e., the interest rate or pre- 
sumed return on investment). Because salaries and benefits are not 
paid indefinitely, an actuarial present value is used^ which further 
discounts future pay and benefits by the likelihood that members 
of the group will survive to draw a salary or benefit in future 
years. In this sense the normal cost is defined as; 



Present Value of Future Benefits, 

Normal Cost ^ 

Prewnt VaJue of Future Compensation 



It follows that if assumptions about the future 'wld^ and contri- 
butions are made to the fund over the course of employment equal 
to the normal cost, the fund would exactly pay for all benefits 
earned by the group and would erode completely as the last dollar 
is paid to the last survivor 



The CRS Cost Model estimates the cost of future pension benefits 
to a group of newly hired workers and any dependents entitled to 
benefits. The CRS Cost Model is capable of providing total pension 

S>lan coGt estimates and detailed co&t breakdowns by benefit type 
or any type of plan specified. It also allows detailed analysis of tne 
cost enects of specific plan features, such as COLA's or early retire- 
ment reductions The model depends upon data on a sample of the 
new entrant workforce and a host of economic, demographic, and 
behavioral assumptions. 



Both the Office of Personnel Management (0PM) and CPS Co«t 
Model operate on a condensed data base to arrive at entry age 
normal cost estimates for a representative group of new employees. 
The new entrant data base u£^ by the model consists of 213 cells, 
representing various a>mbinations of age at time of entry, starting 
salary, creditable servii^ from prior years worked, and sex. Each 
cell is weighted by its relative share of the entire new entrant pop- 
ulation, $o that results from the condensed data based may be gen- 
eralize back to the entire group of newly hired employee. Use of 
a condensed data base rather than the full new entrant population 
yields great gains in modeling efficiency, with little los» in a^^ura- 
cy of results. 



The model projects the new entrant population from age at entry 
to age 111. TThe model projects each cell forward, incrementiim the 
cell's age and service for each year until it reaches age 111. As 
such, the projection period varies for each cell, depending u:x>n the 
entry age represented by the cell, but the overall period model^ 
spans a century. As each cell is aged and its service adijusted, 
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salary is projected forward by the presumed rate of general wage 
ffTOWth and individual merit increases. 

*Each cell is aged each year by applying age and service specific 
rates (decremente) which predict the likelihood of terminating serv- 
with the r Tiployer. The decrements are then exammed to deter- 
minTif the individual is eligible for a benefit at that point For m- 
an iiSSal age 56 with 31 years of service would be enti- 
a rShSS b^efit upon leaving the Federal service. \n 
individiSa age 40 with 10 yeare would be entitled to a choice 
tween a refund and a benefit payable at age 62. 

The m^calculates the amount of the benefit and the present 
value of S£e future payment of that benefit at the point of termina- 
Sn The value at tefmination is derived by multiplying the pn> 
portion of the cell terminating, times the benefit, times the annuity 
K. To relate all benefits and salari^ to the same Pomt of t^» 
and correctly determine the normal cost, each of the benefit i»y- 
^nte SS^tL salaries is discounted to the point of entry into ^ 
retirement system. The summation of these present values provides 
the normal cast equation mentioned above. 

C. ASSUMPTIONS 

The estimate of the entry age normal cost resulting from the 
modeling process is sensitive to the assumptions used. Three m^r 
aets of aisSmptions affect the results obtained from the model 

i. Economic assumptions 

Three economic assumptions-the interest rate, ^he rate of wage 
arowth and the inflation rate-affect normal cost estimate* ob- 
toined from tke model. The relative differences among these thrw 
Kre rLre important than the absolute level of mterest, 
S prices in affecting normal cost estimates. Histoncally, 
iSl^t rat£ have exceeds! the rate bywhich average wages 
grow, and both interest and wages have exceeded pnc^. 
^ the three factore, the mterest rate has the greatest effect on 
normal coS^timatS and is used^ by the model for discountir^ 
fiS benefit and compensation dollars ^the pi^nt^ thereby op- 
erating over the entire projection period. The ^ighf r the real m^^ 
St rate (interest relative to prices), the lower wUI be the normal 
^!!fewe? d^a« will have to be invested to pay for future ben^ 

Assumptions about wage growth include ^^e general w^e 
irrowth as well as individual career growth patterns. ITiese cs- 
fumSSons affect the present value of compensation as well as the 
SSnt value of future benefits, since benefits are typically linked 
KmUS^tion. The effect of wage growth assumptions operat^ 
wer tl^ period in which the new entrant group »s working. A 
Ser waS^wth assumption will tend to increase the estimated 
yjfT^h benefits and compensation, and t^erebythe su» of 
hflJh the numerator and denominator in the normal cost equation. 

Mario^X Gumptions typically affect only the benefit s^^^^ 
the normal cost calculation, and then onlv when COLAs to benefits 
SI ^Zied. In estimating the normal cost for a new entrant 
^urthe effect of prices £ greatest in the outyears, because the 
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m^rity of new entrants will not begin to draw benefits until well 
past the time chey were hired, 

2. Demographic and behavioral assumptions 

Mortality assumptions are among the most important dem.>- 
graphic assumptions having a signilficant effect upon cost esti- 
mates. Mortality assumptions affect the probability that payment 
of a particular benefit will cease and/or commence. Mortality as- 
sumptions affect the value of an annuity that would be required at 
any given point to make a specified future payment contingent 
upon an individual surviving to collect that payment. The longer 
the expected lifetime of a oenefkriary, the longer the payment 
period, and thus the larip^er the lump sum necessary to assure that 
payments can be made in the future. Mortality assumptions aflfect 
t>oth the numerator and the denominator in the normal cost esti- 
mate. For example, the death of an employee reduces the compen- 
sation paid by the employer, but may obligate the employer to pay 
a benefit to a worker s surviving spouse or children. Future bene^ 
fits payable to a surviving snouse are discounted by the probability 
that the surviving spouse will live each year into tlie future. 

Several sets of mortality assumptions are used by the model The 
model uses separate mortality probabilities for active worken», per- 
sons on disabuity retirement, oersons on non^^iisability retirement, 
ard those with vested deferred benefits prior to retirement. Under 
each set of mortality assumptions, the probability of death varies 
bv age and sex. Mortality tables are constructed so as to reflect as 
closely as practical the mortality experience of Ute particular 
groups being studied. 

The moctel uses demographic assumptions other than mortality. 
For example, at each age, the probability of being married affects 
whether survivor benefits are paid. Similarlv, the prc^liability of 
death or remarriage after a survivor benefit nas been paid builds 
survivor annuities. The model uses estimates of number and aver- 
ajge age of child survivors, and the probability of death or termina- 
tion of a child survivor's be ^efit, in computixig benefits and the as- 
sociated annuities for child survivors. 

The CBS Cost Model U£^ four major sets (tf behavioral assump- 
tions in estimating plan and benefit costs. These assumptions, re- 
lating to rates of withdrawal, disability, nonvoluntary retirement 
(reductions-in-foroe (RIFs)), and retirement, combined with mortali- 
ty among active workers represent all of the reamns by which se^- 
ice is terminated. The four sets o( behavioral a£»umptions used b^ 
the model relate both to the population and Uie plan design. Typi- 
cally, in using the model, behavioral assumpti<ms are modified 
when significant changes in jplan design are made. Changes in ^an 
design, as well as change m behavioral assumi^ons, may affect 
coot ^imates. 

To some degree, the level and availability of benefits affect the 
probability that benefits will be selected. Vor example, one would 
expect that workers would postpone retirement if retirement bene- 
fits are significantly reduced for early retirement While some in- 
voluntary retirements are not by choice, a substantial number may 
in fact be voluntary. This may be especially true in agencies under- 
going RIFs. In early retirement pension reductions before age 62, 
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the reduction in benefit before age 55 may be subtstantial. As with 
regular retirement, one would expect the "voluntary component 
among involuntary retirees to be reduced if early retirement reduc- 
tions are impoeed. . , , , * 

In some cases, disability retirement may be considered voluntary 
behavior, with the election of disability being in part a function of 
benefit generosity. It is generally assumed that such behavioral 
changes are minor. More often, disability rates are a function of 
the definition of disability and the nature of the work performed. 
For example, disability criteria under social security are more 
stringent than those under Federal civil service. Social security de- 
fines disability as the inability to perform any job in the economy, 
whereas the civil service definition is based on the inability of the 
individual to continue to perform his or her own job. 

Lastly, withdrawal rates are often a function of the level of the 
retirement benefit. The lower the retirement benefit, the more 
likely an individual will leave before reaching retirement age. 

IV. Mbtthodolocical Approach and Assumptions: CRS Coot 

Model 



A. BSTABLISHING A BKNCHMARK CXWT 

The principle of comparable cost guides much of the analysis pre- 
sented in Chapters 4 and 5 of this report. In other words, the entry 
age normal cost of an illustrative ph»n plus social security will ap^ 
proximately equal the normal awt of the current CSRS. 

Several steps were required to establish the current CSRS system 
cost used to compare illustrative plans and plan features through- 
out the report. First, the CRS Cost Model was validated against 
OPM's Cost Model by wmparing CRS model results for the current 
CSRS with those reported by 0PM. Second, the cost of the current 
CSRS was set as a target to be used throughout the report, using 
economic and demographic assumptions deemed most appropriate 
for the analysis. Third, the cost of social security to newly hired 
Federal employees was estimated since plan options wwild all be 
integrated with social security in one way or another. Estimating 
the cost of social security was also necessary in order to ensure 
that the cost of illustrative plans plus social security would approx- 
imate the cost of the current system. Once a benchmark cost tai^et 
was established, illustrative plans integrated with social security 
could be specified and analyzcsd. 

J. CRS cost model vaJidation 

The validity of the CRS Cost Model was demonstrated by show- 
ing that the model would yield results similar to those that would 
be obtained by 0PM. 

Using OPM's assumptions, the CRS model produces a total 
normal cost of 36.14 percent of pay--one percent less than OPJTs 
normal cost of 36.52 percent shown in its September 30, 1982 
report. Table C-1 shows that the CRS Cost Model not only yiel<b a 
total normal cost similar to that reported by OPM, but that the dis- 
tribution of costs across benefit type is similar as well. Details not 
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available from the 1982 repoit were estimated using prior 0PM re- 
ports. 

T/»L£ C-1.~VAUDAT!0N OF CRS NCW^ 

OFCSRS,SEPTFMSER30J982 



9m0H om m 



m^fantmmti 20.73 2e.il 

NonMsiy «lime0t _ m 322 

fMmi tmm _ 5.09 4.fO 

Peteffrt nitlweiiC 0.36 m 

tatntirBRioit swww be^v^ - , — , ^ 4.28 4.23 

P >er e< w weX sitwf ter:fib 1.07 1.03 

cm wnflm's .„ _ 0.21 aiS 

Wwiii ^ - ^^.^ ^ 1.05 1.09 

Spedil taM^ „ ^ 0.46 0.45 

AMm^stive flxpenses _ 0.05 0.05 



Tfl« , 30.52 mi 



2. CRS assumptions 

After consultation with other legislative branch agencies, a set of 
economic and demc^praphic assumi^ons was selected. Two seta of 
assumptions may yield very different estimates of plan cost. In any 
case, predictions about the jfiiture are nec»s»anly uncertain. One 
set of assumptions may be as plaufflOble as another. In this report 
illustrative plans are compared to each other, rttther Uian on the 
basis of their absolute cost The relive cost differences are not as 
sensitive to the assumptions as absolute costs are. The CRS eco- 
nomic and demc^raphur aasumi^ions yield a benchmark normal 
cost for. the current CSES of 32L21 percent irf* pay— less iimn the 
cost obtained using OPM's assumi^ona Tlie economic and demo- 
graphic assumptions used for arriving at the current OSRS normal 
cost were used for estimating costs of all Ulustrative plans. 

€L Economic assumptions. — To project future pay and benefits^ 
some assumptions about interest rates, wagfi growtiht, and price 
growth must be incorporated into the nuxiel. It was agreed that 
social security 'Intenncfediate U-B'' eomomic assumptions would be 
used throughout the analysis. The II-B assumptions are known 
widely and are accepted generally as a moderate set of economic 
assumptions. Because social security is an integral part of the plan 
alternatives examined, wcisd security assumptions were deemed to 
be particularly useful, since additional information about social se- 
curity benefits, costs, and tax^ provided by the Social Security Ad- 
ministration (SSA), could be incorporated into the analysis. Social 
security costs and assumptions were taken from the 1984 Social Se- 
curity Trustees report. The CRS ami 0PM economic assumptions 
are compared in Table 
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TABU C-2.~-C0(«P/«lS0« OF CIS Alio OPM 



M 

5.0 4.1 



There is very little difference between CRS's and OPM^s interest 
and wage rate assumptions, but a fairly lai^fe different in once 
growth. This difference in prices, however, yielcfa a substantial dl^ 
ference in the fval interest and wage rate assumptions used^ 
CRS and OPM. Whereas OPM assumes a one percent real interest 
rate, SSA assumes that interest rates will remam higher rejatiye 
to prices, with a real interest rate of 2.1percent Similarly, the dif- 
ference in prices assumed by OPM and CRS teanslates mto a differ- 
ence in the rate of real wage growth~a 0.5 percent per year 
sumed rate of real growth by OPM, compared to a 1.5 percent rate 

assumed by CBSMK^ • 
An assumption related to the overall economic Mwumptions is 
the rate of career growth for individuals. If the Federal wage 
schedules are assumed to grow at 5.6 percent oer year, the growth 
for any individual will be larger because of changes m ff^ide and 
step OPM uses a set of career increases that assume a growth in 
the individual salary over 30 years of about 140 percent. Analysis 
using the CRS cost model shows that these assumptions predict 
that there would be substantial increases in the average grade for 
employees. For instance, the average retiring employee now leaves 
at GS-U but the OPM assumption predicts that the average em- 
ployee in the future will leave as GS-13. 

While there has been some evidence that the avera^ grade 
within the government is slowly growing, it appeared to Lite to be 
unrealistic to expect that the average employee would retire at 
GS-13 in the future. Accordingly, CRS substituted a set of assumj^ 
tions that would assume that the average employee would retire at 
the same relative position in the grade structure as do current em- 

b Demographic assumptions.—One important difference between 
OPM and CRS assumptions is that CRS assum«> that future mor- 
tality will improve, whereas OPM does not. OPM mortality as- 
sumptions are based on a study representing mor^ity of civil serv- 
ants in the mid-1970s. In raakmg its proiections, SSA aswimes that 
mortality rates wiU decrease ^jradualfy duni^the next 75 y^re, so 
that on average, mortality m the year 2060 will be 39 percent 
below its current level. Because SSA's mortelity iraprewment as- 
sumption was deemed more realistic than OPMs a^umpt^n ofno 
change in mortality, the OPM mortality tablw used in the CRS 
rood3 were achusted to reded SSA's presumed ^^Pe««en^improve. 
ment in mortality. Since new entrants would not be expectedto ex- 
oerience the full 39 percent improvement in mortality— becaiwe 
Key are already between the ages of 20 to 36, on average, at the 
time they are hired— only a portion of the assumed mortahty un- 
provement was apportioned to the new entrant group. Retirees, dis- 
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abled retirees, and those vMthdrawin| with vested deferred benefits 
were presumed to experience most of the assumed improvement in 
mortality (60/75 of the 39 percent improvement). Those dying in 
service were assumed to experience a lesser improvement (46/75 of 
the 39 percent improvement), since, by definition, they die at 
younger ages. 

c Effects of CRS assumptions on entry-xige normal costs, — The 
effect of introducing CRS economic and demographic assumptions 
in the entry age normal a>st calculation is shown in table The 
two major changes were the effect of general economic assumptions 
and mortality improvements. The economic assumption changes re- 
duced the normal cost by 5,4 percent of payroll. This was largely 
offset by the increase in costs due to assumed mortality improve- 
ments of 4 6 percent of payroll. 

Table C-J. — Effects of CRS assumptions on en fry age normal cost 



The change in the career growth assumption reduced costs by 2,0 
percent of pay. Differences in the computer models produced a dif- 
ference of ,4 percent of payroll, A number of other minor changes 
resulted in reduction of the normal costs of M percent of payroll. 
For instance, CRS assumed that the pay cap on Federal civil serv- 
ice salaries would be continued in the future, but adijusted each 
year by the assumed rate of increase in the general schedule. This 
differs from the assumptions used by 0PM, 

The a^regate result was a normal cost of 32.2 per<^nt of pay. 
The details of this ccmi are shown in table C-4 and are compared to 
the OPM crat analvsis* 

A comparison of the distribution of benefit costs resulting from 
the CRS model using OPM and CRS aj^umptions is shown in table 



TABU C 4. COWPARfSON Of BENEFIT COSTS UW)£R CURRENT CSRS USNG CRS AND OPM 

ASSUMPTK)NS AND MODELS 



Normal cost u»it\g OPM fu^umptkms 

Change due to general ecommiic aminiptions... 

CThange due to mortalfiy improvement 

Change due to internal salary scale acyustment 
Differences m com|>uter models 



0f payfrt^f 




:{6.5 

•5.4 
f4.6 

2.0 
0.4 
- l.l 

32,2 



/VMmintfve expenses 



ion 

3 23 
509 
036 
4?g 

i.o; 

071 
105 
046 
005 



IS 95 

7 77 
il7 
0^ 
303 
069 
012 

na 

04? 
005 



36 52 3221 
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S. Estimating the cost of social security 

In order to assure that the cost of an illustrative plan plus social 
gecurity would be roughly comparable to tl^ cost of the .currant 
CSRS, It was necestory to estimate the cost of providing socwl secu- 
rity benefits to a group of newly hired civU sw^ants. For pwrpwes 
of this study, CRS estimated the cost of social security to Federal 
employees at 12.12 percent of total payroll. * 

'ftiere are sevewa possible methods for determining the cort to 
the Federal government of repladi^ a part of 
new workers would have earned under the current CSRS, with the 
rights they will be earning under social security. Three approaches 

a The ''normal cost'' of social 8ecurity.--lhe Office of the Actu- 
ary for Social Security Administration, in projections as of January 
1 1983, estimated the full normal cost (the value at entxy mto the 
workfoit» of life-time workers and survivors benefits as a percent^ 
age of total lifetime wages for an actuariaUy selected ^ple of 
new participants) at 18,03 percent of covered (taxable) payroll. 
Table C-5 presents the analysis of the normal cost. 

Table --ProjecUd ncrmal^t of Social Security 00 of^uiMry 1 19SS for 
pemms aged 18 to U (petcent of social secunfy taxable payroll) 



Vypt of htmfii a ^ 

Retired worker « .0 

Defiendento of retired workers 

'* 0,02 

Young wife 

Child fjg 

Surviwrs....; • j^g 

Aged widowB aax 

Disabled widows.... 

• ;:;::::::::::::::z 0.06 

5f other O0Q 

Pfireot A QA 

Lump sum dmth benefits 

DbsUed worker • A-g 

Dependents <rf disabled worker 

Wife 0'07 

Child ^JJZ 

Total benefits 

Administrative expenses 

Railroad interchange 

TOUI ^8.08 

Souroe: SocwU Security A«lmiiwatTatioa. 

b The "average cost" mte.— The 1984 report of the Social Secim- 
ty Trustees shows the average of total system benefits 
year for 75 yeara to be about 12,96 percent of taxable P^f" ^ 

c The "payroll tax" rote. —The payroll tax is the actual cost of 
social security to all emploj^ and employe^. The a^rage payroU 
tax over the 75 year period is 12.84 percent of t«»ble payroll" 

The average cost rate is higher than the payroll tax rate bemuse 
of other sources of income, primarily taxes on social security bene- 

•« Annual Report of tiw BoBtA of Tniat«j of tte Federal OW-A»e and Sunnvow InwiMce 
fwd D»rf»aity IiwunuKe Tnurt Funds. 19W. 28. 
••Ibid. 
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ftts, that bring the system into actuarial balance. The diifemice 
between the normal cost and the a<tnerage cost rate is attributable 
to th« use of different funding perspectives. The normal cost is the 
avMBge contritrntiim need prospectively for a new group of emfrioy- 
ees while the average cost is the calculation of the current year 
ne^, for existing beneficiaries. The latter cost is more appropriate 
in Ihe context of social security financing. 

The various estimated costs of social security listed above are 
stated as a percfHit of toto/ covered payndl. If an employer has em- 
pli^yees whose incomes exceed the maximum social security taxable 
wa^ limit ($39,600 in 1985), the actual percent of total payroll cost 
will be somewhat lower, llie Federal Government has a relatively 
high proportion of jobs that pay more than the maxi m um taxable 
wage covered by sooal security. 

Tiie cost of social security was estimated by applying the social 
security tax ratoi to the new entrant data* ana estimaUng the 
present value of social security contributitms over the civil servkw 
work careers of the new oatrant gnwp. The avera«p pAyn^ tax 
rate was determined by takii^ the presont value ot future soda! 
security taxes as a proportion of the fnwsent value ai future pay. 
This r ist was determined to be 6.06 perc«at of payroll. Hie estimat- 
ed cobr, <^ social security is less than the ultimate tax rate of 6.2 
percent because over the course of tli^ careers, the salaries of 
some Federal workers are proiected to exceed the social security 
mttitirr.um taxable wage base. The cost of social security is borne by 
equal employer and emplojree coDtritmtions, so the total estimated 
cost of social security is estimated at 12.12 percent of total payroU. 

B. ssNsmvmr or iuluotrAtivk plan costs to vAuAnoNS in piuan 

PEATURSS UNBKR A COMPAEABLK COST FHAMSWOKK 

The principle of comparable cost guides much of the analysis pre- 
sented in Chapters 4 and 5 <^ this report^ Comparable coet means 
that the employer cost of systems prosmted in this report will be 
roui^y the same. In a^er words, tihte entry age normal cost of an 
illustrative plan plus social security will aj^roximately equal that 
of the current CSRS. 

/. Assumptiong 

The set of CRS economic and demograi^c assumptiims used to 
estabiidi the benchmark entry age normal cost of the current CSRS 
are fixed throughout the analysis prec»nted in Chapters 4 and 5 of 
tiiis report Behavioral assumi^ions may change from oae illuflira- 
tive plan type to another, depending upon the level and availability 
of beswHts. 

a Voluntary retirement mte».— Three nuyor aspects of the bene- 
fit were considered to affect voluntary retirement rates. First, is 
the benefit reduced? Second, is the benefit offset by social security? 
Tkird. is the benefit supplen^nted before the time social security 
b^ins? 

The current CSRS provides unreduced voluntary retirement ben- 
efits at age 55 vriUi 30 y^urs of service. These benefits increase 
after age 55 only by service and salary increments. As a result, 
there are large retirement rat« in the first y^r of eligibUity— 36 
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percent of males, and 44 percent of fiemales retire in their first 
year of eli^ility. Under a modified CSRS integrated with mdal 
security, social security benefits would not begin until age 62, and 
even then they would be reduced If a modified CSRS followed tyi»- 
cal private sector practice, the viduntary retirement benefit would 
be substantially reduce! for those wbo retire before age 62 or aoe 
65. Ckmmderably fewe^ ndividuals eligibile to retire bdfSwre age 62 
would be expected to db so. ^ , * 

A benefit that is not offset or reduced before age 62, and is fux^ 
ther fiiUy augmented to provide a level of income before and after 
sockd security begins, is most craiparable to the current CSRS and 
would be expected to lead to retirement rates close to tli^ currrat 
rates. At the other extreme, a benefit that is of&et by social securi- 
ty« reduced for full actuarial equivalence, and not augnwnted 
woOld be expected to produce very low rates of retirement at first 
eligibiUty. 

TiuB eflfect on retiremmt rotes of any in benefits is substan- 
tial. A case in point occurred when the CSIfiS benefit reduction was 
removed in 1966. The pre-1966 redtu:t«m had been vwy minimal—- 
only one percent per v^ of service under age 60. l%is ocmtnMts 
with actuarial equivatence reductions of 6 to 7 percent per year. 
Even when this low level ai reduction was rraooved, retir^nent 
rates d(mbled. It could be eqiected that if there is any disctrntinu- 
ity of benefits, the retirement rates after the disc^tinuity ehoold 
be at least double the rates before the discontinuity. 

Using the above reasoning, retirement rates were establiidied ac- 
cording to the following criteria: 

• Only fully augmented non-reduced and non-ofGset benefits 
should have the same behavior patterns as current CSRS. 

• Any discontinuity in bon^ts yields retirmnent rates that are 
half the current GSRS rates before the discontinuity point 

• The lowest level of benefits would result in very low rates of 
retirement. 

b. Involuntary retirement —Pia noted in ^lier discuacnon, srone 
involuntary retirements may be at the discretion of the individual. 
Allowing for this, involuntary retirement rates were reduced by 
half of me current CSRS rates in plans with a discontinuity of ben- 
efits before age 62. 

c. Dimbility retirement.— -The primarv difference in the madence 
of disability among a given set of workers results from the defini- 
tion of disability. A review by Hay Associated, in 1981, found that 
social security disability rates were 60 percent of the civil service 
rates for malf«, and 40 percent for females. Thus, civil service rates 
were reduced by 40 percent for mal«^ and 60 percent for females 
when social security disability criteria are am>lied. 

d. Withdrawal mies. —Mid-career withdrawal rates were in- 
creased for plans offenngl^s attractive retirement benefits than 
the current CSRS. TheCRS model uses 12 separate wts <rf with- 
drawal rates for males and females which decline with age simI 
service. For benefits that are actuarially reduced before age 62, 
withdrawal rates of those with more than 10 years of service were 
increased to reflect the rates <^ those who worited frmn 6 to 10 
years. For benefits partially reduced before age 62, withdrawal 
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rates of those with more than 15 veare of service were increased to 
reflect the rates of those who wended from 10 and 15 v^m. 

e Rates of participatio0$ in capital accumulation planik-—T\\e ag- 
gregate cost of an erupioyerHBixmsored capital accumulation plmi 
dbpends upon the partidfMtion rate and tm average ccmtiibuti<m 
'Of those who do participate. Although iHit all memoere of Ui^ new 
entrant group would be expected to particii»te, an effecU^ aver- 
age contribution rate for the cmtire ^rcHtp was derived 1^ taking 
the product of the expected participation rate and the average rate 
of contribution. For example, if it is expected that undfi^ a certain 
plnn 70 percent of the employees at ^axh salary leveKwill partid- 
pate, and that the avera^ contribution of particincUits will be 5 
percent of pay, the effective omtributirai rate of the gnmp would 
be 3,5 percent of pay. 

AltlKHigh there is no definitive study cm the i£^ie of capital accu- 
mulation plan participation and contritntticm, /dome information is 
available on overalljparticipatiim rates and^ fpr employernBfpcMisored 
401(k) plans, the dineitmce in the average opfhtributKm between the 
hi^^ast paid onethird and lowest paid two^hirds of emplovees. 

These data were used to produce the (bllowing i^uarial assump- 
tions about contribution rates as presetted n T«3ble C-S. 

T/»UC-6.-^^SSUMED AVERAGE COfnmUTIOfrmi IHOSt WHO 

AtXUMUlATIONPlANS 



6 IJBTQSM OR CUN^iMUlllU: 

SOpitwt _ iOO iOO 

iJa 5JM 

Wtwtwt iOO i50 

to pSGBBi 8atf 0R OOH^th^MRK 

MpBwart iOO 7.00 

lli^awt 1.00 tm 

so prom 7.00 iOO 

50pw»rt ^ ^ 6.00 &00 

lOOpecMt ;00 9,00 

200 P8WHK.... aOO 10.00 



Participation rates were applied to the presumed contribution 
rates, above, to arrive at average effective contribution rates for 
different contributicm limits and empii^r matching rates* It was 
assumed that with a 50 percmt employer match, 50 percent of the 
lowest paid, and 80 percent df the highest pakl would participate; 
with a loo perorat matdi, 60 perc^t of the lowest paid and 85 per- 
cent of the nigtm^t pakl; and^ with a 200 percent matclv 70 percent 
of the lowest paid and 90 percent of the highest paid Applying 
these rates to th^ above a>ntribution rates yielded the effective av- 
erage contribution rates Uiwd in this report, shown below. 

The aggregate rate represents the effective rate oS pay that the 
employee group is aasumed to contribute to a capital accumulation 
plan. For example, a capital iraeumulation plan wiUi a 6 percrait 
employee contnoution lunit, and a dollar for dollar (100 percent) 
employer match would have a potential total contribution value 
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'12 peroent of pay— 6 percent from the employee wid o percent from 
the employer. As disowBed above, it is aroumed that ne* all em- 
ployees will participate, and that arowag thcwe who do, not aU vriU 
Eimtribute tte maximum aUowed. The a65»««»te rate mdicates 
that only 3.9 percent of pay is assumed to be ^™"ied by the 
new entrant group. The employer cost is also ^to»ted to be 3 9 
percent of pay. for a similar plan having only a 50 percent employ- 
er match, tfe aggregate emoloyee 

percent of pay, and the employer contnbuUon 1.66 percent. 

TABIE C-7 /^SSWIICD EmCTM AVtRAGt CONT^^ 

CMITALAOCUilUlAnON PLANS 

. — ^j|||jf^injg 



6 fwram oMtiMi Mt 

»\ 
100 1 

m p axyt..^.... ........... 

100 1 

200 p6»tw^ 

I ilH H III I^M#. 

no UWIXUMN Imn. 

50 PWWt ^'^ ^ y gjQ 



2,0 4,0 J.3 1.S5 

27 45 3» i» 

3.5 50 45 9.09 

25 5.6 4.6 2.38 

36 69 57 5.70 

49 91 70 1400 

30 64 53 2.65 



g. Design of backdrop plans used in chapter IV 

In Older to analyze the effect of variations in plan fixtures upon 
total plan and benefit costs, two "backdrop plans that mcluded 
social security were specified. One plan was based on a 50 percent 
oflfeet of sodsil sfxnirity and the other was an add<»n plan. 

The backdrop plans were specified to reflect current C8RS provi- 
sions when practical, while being integrated w»th social secuHty. 
The plans use the same salary base for ^cuJatmg benefits and the 
same vesting conditions as the currentl^RS. In cases where there 
was no clea? method for integrating ^B§^ benefits with socml secu- 
rity that would replicate current CSRS benefits, private sector 
practice was generally followed. Under the backdroij plww no chiW 
Siirvivor benefits were P>wi^>d^wje soaal s»^,*y,,5»S.f^^ 
vor's benefits generally exceed CSRS <*^l«»«TSL!.S!fc^ 
private sector plans typicaUy do not provide sudi benefits. 
fy, 100 peroent of social security disability ben^ts were subtracted 
fnm current CSRS disability benefrts in cases where social secimgr 
disability conditfens would be met Whenonhr the ayil service defi- 
nition of disabaity applies, the current CSRS benefit .^'m wovided. 
Employee contributions in tli» backdrop plans were hmited to the 
difference between the current CSRS tax rate of wven perwnt of 
pay and the social security tax rate (6.2 percent of pay m Uie <mt- 
years) on earnings below the social security maxunum taxable 
wase base. Employee contributions were set at seven percent of pay 
onaU earnings above the maximum table wage base In c«ch back- 
drop plan, employee contributions to the pension plan plus social 



m 

security eouals aemn perami pay, the same m the cuxrent 
CSRS. Under the backdrop plane it is asmimed that all wwkers 
elect deferred retiremeat Dooefits as q[»ased to r^Wis. Under 
ERISA, the reftmd must at least eaual the value of the deferred 
benefit. Given the Um rate of «»npla^ contrilKitikms under t^ 
backdrop plans, the inreaent value of the deemed bcNoefit wKMtki 
aInioet/alwayB exceed the value of the ocmtribution for vested em- 
fAoye^B. As a result, all benefits to those witlMlrawing early are 
slKmn in the backdrop {dans as (teforred benefits, although some 
mi^t choose to take a refund equal to the present valne of the de> 
ferred bmefit 

The n<H-nial cost <^ benefits for the btEdkdrop plans is compared 
to the current CSRS in table OS below. Note that the total plan 
cost in the backdrop plan of 20 percent of pay is less than tiv cur- 
rent CSRS. Hie individual benefit vAlue is typically less for the 
backdrop plans than for the current CSRS. Wl^n the OfxA of social 
security (12 percent of pay) is added to the basic plan cost <^ the 
backdrc^iplans, the backdrop retirement system costs equal the 
current CSRS cost of 32 percent of pay. 

TABLE C~8.-B£t<£FITS COSTS UNDER Omm CSRS AND BACKDROP PLANS AT COMPARABLE 

CO$T 
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Totil sjnlBiii cbA 

In addition to aa^uring that t<H:aJ employer owt is ounparable, an 
effort was made to assure that the basic distribution among bene- 
fits in illustrative plans would be the same as under the current 
GSRS. Hie distribution of benefits under the badkdrop |dans are 
shown in table 09, below. For esample, roughly 60 percent all 
benefits provided under current CSRS are in tiie form of the main 
retirement benefit As can be seen in table 09 below^ the l^kdrop 
plans give roughly the same proporticm of benefits going to the 
main retirement benefit as does the current CSRS* Even though 
benefits provided un<ter an illustrative plan may be abmit the same 
as the current CSRS, total benefits may reflect the current CSRS, 
because the benefit distribution under the plan and the benefit dis- 
tribution under social security are different. 
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PLANS AT OOM>ARAni COST 
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DIOTRiBUnON or BRNKFIT8 AND C06TS ^ C8RS AND A MODIFIKD C8RS 
INCLUDING SOCIAL SKVmTY 

While total system cost of a modified CSRS that includes social 
security mav equal that of the current CSRS, the distribution of 
benefits under the two systems differ. Table 0-9 shows that 58.8 
percent of the current CSRS income is used to provide full career 
retirement oenefits and 13.1 percent to provide mvoluntary retire- 
ment and withdrawal benefits. The remaining 28 percent is allocat- 
ed to the cost of other benefits — primarily disability and survivor 
benefits. Similar analysis of the total costs and benefits of the back- 
drop plan and social security shows a different distribution. In this 
analysis approximately 0.5 percent of payroll is distributed outside 
the system; only 52.7 percent of the system's funds are used to pro- 
iride full career benefits* The funds used to pre^ce full career re* 
tirement bt^nefits have dropped from 18.95 peftt^nt under the cur- 
rent CSRS to 16,96 percent of payroll under a modified CSRS that 
includes social security. As a result^ the average replacement rate 
at retirement in the rackdrop plan is lower than unoer the current 
system since some of the money that had been allooited for bene- 
fits to full career retirement benefits is now being allocated for 
benefits to other individuals. 

A comolete investigation of the distribution effects of social secu- 
rity in the Federal workforce goes beyond Uie scope or purpose of 
this study. However, some estimate of the distributional effects is 
attainable through analysis of CRS cost model ri»ults, combined 
with SSA cost data* The value of social security retirement benefits 
attributable to Federal civil service was estimated for three 
groups— full career workers, involuntary retirees, and those with- 
drawing early-busing the CRS. cost model. Other social security 
benefits were not directly ^ttimated from the model Since social 
security is not dir^rtly related to Krvice, social security attributa- 
ble to Federal dvil service, and that attributable to a worker's non- 
Federal career, was estimated. Social security benefits were pro^^ct- 
ed based on full career service, and the portion attrilmtable to F^- 
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eral civil service by the ratio of the pre^nt value of salary fitHn 
the timt of entry into Federal emplo3rment to the present value of 
total career salary. CRS cost model estimates of these benefits are 
shown in Table C-10 below. 

Table - Estimated normal ctxt of Social Security retirement benefits to Fedleral 

workers based on CRS cost mode! 

\la pemM of pmfTokl] 



Type t€rm$m^ : .im , Cbtt 

Full career retirement 4.99 

Involuntary retirement 0.67 

Withdrawal 2.25 



Total 7.91 



Ancillary benefits provided to Federal workers under social secu- 
rity were estimated by rewnciling difTerenc^ between SSA cost 
data and CRS cost model results. It was assumed that Federal 
workers would rei^ive the same share of ancillary benefits, relative 
to full career retirement benefits, under social security as do oUier 
workers. SSA includes the post-age 65 cost for disability benefits as 
part of the 9.66 normal cost of retirement benefits (Table 05) 
while the CRS cost model allocates these costs to disabilitv benefits. 
In order to provide a comparable base, the proportion of social se- 
curity retirement benefits attributable to oisaoilitv benefits paid 
after age 65 was estimated and subtracted from the 9.66 normal 
cost of social security retirement benefits. The amount subtracted 
from the social security retirement benefit was estimated from the 
CRS cost model, by appljring the ratio of the full term disability 
benefit under the backdrop plan to the disability benefit payable 
before age 65. This ratio was estimated at 1.65; in othe^ wordls, for 
every dollar of disability benefits paid before age 65, $0.65 is paid 
after age 65. Applying this ratio to the social security disability 
cost of 1.21 percent (Table C-S) yielded an estimate of a norma) 
cost of .79 percent of pay for social security disability benefits after 
age 65. This value was then subtracted from the social security re- 
tirement benefit of 9.66 percent and added to the social security 
disability benefit of 1.21 percent. Consequently, social security full 
career retirement benefits were estimated to equal 8.87 percent of 
pay, and social security disability, 2.00 percent of pay. 

Based on the adjusted data, social security ancillary benefits cost 
about 3.99 percent of pav (12.86~8.87), or about .45 of the retire- 
ment benefit (i.e., 3.99/8 87). Applying this ratio to the estimate of 
social security benefits for Federal workers, shown in Table C*-10 
above, yields an estimated total value of ancillary social security 
benefits to Federal workers of 3.56 percent of pay (i.e., .45 % 7.91). 

From the above analysis, the total value of social security bene- 
fits to Federal workers is estimated at 11.47 percent of pay. Adding 
the 0.20 percent for administrative expenses yields an estimated 
total cost of 11.67 percent. 

The total social security benefit value of 11.67 percent can be 
used to estimate the reallocation of benefits away from Federal em- 
ployees. Since the average social security normal cost on total pay- 
roll, including pay above the social security maximum taxable 
wage base, is 12.12 percent of pay, civil service ?mployee8 will re- 
ceive benefits worth .45 percent of pay less than their contribu- 
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tioii&. This loss was an expected result of the fact that civil senrice 
employees have different demographic patterns and salaJT mstory 
patterns from the non-civU service employees. Because of the im- 
plicit tut in social security toward the lower paid employees, some 
diversion of the money would be expected. ^ 
Examination of the combined cost and benHite of the »»f »^dfoP 
plan with social security, and the current CSRS, shows that the 
backdrop plan allocates benefits differently than the current iJS^ 
(see Tables C-U and C-12, below). For example, full career benefits 
are substantiaUy less under the backdrop plan plus social security, 
than for the current system. In p^-licular, the current sy^m alio- 
cates 58.8 of the total cost to full career retirement benefits, com- 
pared to 59.6 percent under the backdrop plan; however, the social 
sSurity system only allocates about 41.2 percent of its total cost m 
the form of full retirement benefits. The result is, that under the 
backdrop pension system only 52.7 percent of cost of the plan w dis- 
tributed in the form of full retirement benefits, or about a ij & Per- 
cent decrease in value compared to the current system. Part ot the 
loss in value for full career workers is made up by those wJk) leave 
before drawing a full career benefit; under a backdrop plmi mte- 
grated with social security, these workers rroeive benefits that are 
about 40 percent higher than the current CSRS. Similarly, the mte- 
fsrated backdrop plan provides disability and survivor benefits of 
slightly lesser (- 1.7 percent) value than the current system. About 
1.4 percent of the current system's value is distributed m the form 
of social security benefits to other workers in the economy. 

TABU C-Il - NORMAL COST COMPARISON Of BACKDROP PENSION SYSTEM AND CURRENT CSRS 

iti ptieatl at m) 
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20.09 12.12 32 21 32 21 045 -1.4 



TABLE C-12 -DISTRIBUTION Of BENEFITS UNDER BACKDROP PENSION SYSTEM AND CURRENT 

CSRS 
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V. The Rsplacement Rate Model 

TThis istudy uses replace: . Mit ratets to compare the generosity and 
distribution of benefits among retirement syistems. The CRS aevel- 
oped a second computer-based model (the cost model being the 
other) capable of estimating earnings replacement rates for a varie- 
ty of retirement system designs, under economic and actuarial as- 
sumptions specifieidi by the user. The model can a>mpute replace- 
ment rates based on either ore-tax (gross) or post^tax (net) income* 

Numerous issues surrounu replacement rate analysis, including: 
Why are they good analytic measures of pension benefits? Should 
the rate measure replacement of an employee's final salaiy^ an av- 
erage of salary over a 1(h^ time period, or should it be based on 
consumption^ rather than income? Is gross or net replacement rate 
the better measure, and if net, how should it be calculated? — to cite 
just a few. 

The section begins with a diwussion of the microeconomic foun- 
dations of replacement rate analysis, A key point is the ex^tent to 
which the practical application of repli^ment rate analysis de- 
pends on available information and specific research questions. The 
next section describes the decision guideposts used in the develop* 
ment of the replacement rate model. In some secti<ms the study 
uses net replacement rates, in oth^r gross replacement rat^ This 
discussion focuses on the two key questions: How is preretirement 
income measured? How is postretirement in(x>me measured? The 
section concludes mth a brief comparison of the cost vs, replace- 
ment rate models, 

A, THE REPLACEMENT RATE CONCEPT 

i, Microeconomic foundation 

Economic theory uses the "life cycle hypothesis of savings'' to ex- 
plain how individuals allocate the resources avail^le to them 
d iring their lifetimes. Individuals are assumed to maximize ''utili- 
ty,'' the satisfaction derived from consuming their lifetime re- 
sources^ subject to the constraint that they can consume no more 
than the total resources available over a lifetime. Over an individ- 
ual's lifetime^ there exists an optimal rate of consiunption and 
saving. The rate of savings accumulates capital during the individ- 
ual's work life so that the individual will have enoi^h income 
during retirement to consume at a level consistent with his optimal 
lifetime rate of cjonsumption,^^ 

A replacemenjt rate is one way of studying the allocation of re- 
sources availably to an individual for consumption over his life- 
time. In its general form, it is the percent obtained from the ratio 
of postretiremeni consumption to preretirement a>nsumption. Ana- 
lysts have translated this into the assumption that retires should 
be able to consuifne about as much in retirement as they did in a 
recent period jt^t before retirement. Since good data measuring 
consumption are usually unavailable, anah^sts resort to income as 
a proxy. Consequently, a good working definition of a replacement 



The clasBk article pa thm theory m by Albert Ando and FVaxico Mixligliani, The "Life 
Cycle" Hypothec <d Santtg: Aggregate Immie^iioiw and Tests. For an e%cell«tit i^enera! dwcua- 
sion, see Mkia Munnell, The Economics d Private Pensions, pp. 62-92 
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of P™*''«°«"* acc^tfortoe »biUty to borrow again* 

camtal good% suO, "f^^^'^ ^Ttoplicit Ufetime rate of 
for every «l*«*"™L^l^^iS»S ™ pSS to provide the 

Sl^SMSTan S^mal «P»»«?™"USe"Sn:S Ai" 

!it^<n?^i:: n^^.o'SE.s^^^^'^'isrre 

ity 01 tne aaia ^ :f data were available, the 

I^S"Jf ^SSl J^Sr -^W- political iudgn-ents about 
the distribution of pension benefits, 

t An example of lifetime resources, replacement rates and savings 

LifetTme resources as depicted in Figure C-3 are based on the fol- 
lowing a^pttons: retirement. 

b. STe fSduS^rSal annual salary after 40 years of work 
T Sr salary grew at a constant rate of 5.5 percent per 

^TThe rate of inflation was 4.0 percent over his/her worklife 
and win b? 4.0 percent durmg tus/her retirement. 

r ^^^^'is^To l^t^T^^ future, no s<^ s:^- 

'^'/HSSehT^JSi^St constant rate for 40 yeajs «o that 
he%S ^n i^e a replacement rate of 60 percent of the final 
yla?^ sXy providing $18,000 for 15 years. 
I' Sl/st 5^"rt^Ln,Wh an inheritance t. his 



survivors. 
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The chart shows that if a beginning salary of $3,718 grew at 5.6 
percent per annum, the final salary after 40 years would be 
|30,000.*"» The horiawntal line during retirement at $18,000 edums 
that a replacement rate of 60 percent of final salary would m^m 
$18,000 per year for the remaining 15 years of life. The nonlinear 
plot intereecting the horixontal line near age 78 illustrates 
an annuity indexed for 4.0 percent inflation with the same present 
value as the $18»000 per year payments for 15 years. Note that in 
order to hold the real value constant, it begins lower than $18,000 
at $14,078 and ends much higher at $24,379. 

This example illustrates two points ist (1) The selection of a i»r- 
ticular replacement rate implicitly determines the constant life^ 
time savings rate necessary to finance it; and (2) the selection of 
different measures of postretirement and preretirement incomes 
results in different replacement rat^ for the same lifetime re- 
sources. 

The lifetime savings rate necessary to finance $18,000 p<sr year 
for 15 years is the percent of income each year that must be set 
aside to accumulate the present value of the retirement income. 
This savings rate is the percent obtained from the ratio of the 
income from 40 years of work ($1,343,298), which is 12.9 percent.»» 
The relationship between the pre^nt values of pre- and postretire- 
ment incomes is analogous to the normal cost. 

If one changes the measures of postretirement and preretirement 
income, very different replacement rates can result. Consider two 
different replacement rate concepts applied to the lifetime re- 
sources depicted in Figure C~3. The assumed replacement rate was 
60 percent of final salary, which yielded $18,000 in the first year of 
retirement. Suppose instead that the replacement rate is the per- 
cent obtained from the average annual present value of retirement 
income ($173,684/15-$11,579) to the average annual present value 
of income during work {$1,343,298/40 = $33,582), or 35 percent. 
Which one is the correct replacement rate, 60 percent or 35 per- 
cent? Unfortunately, there is no way to choose between them. The 
choice depends on one's subjective judgment about the preretire- 
ment income against which he would compare postretirement 
income. Analysts usually compare postretirement income to some 
measure of preretirement income during a re<»nt period, such as 
an average of the last 3 or 5 years, or an individual's final year s 
income. 

B. DECISION GUIDEFOSTS 

The preceding discussion showed that consumption, both before 
and after '•etirement, forms the theoretical basis of replacement 
rate ana' ^. Good data on consumption, especially in the future, 
are not available. We were therefore constrained to use a proxy 
income in our replacement rate model. 



All compounding was doiMf annually. , 

The piwm value of rrtimnent income of 118,000 per year for ISyears was obtained by 
diacountins it for 1.5 y«ini at 6.1 percent per year The preaent value <rf prerettrement u^ocne 
wa« obtained by allying the 6.1 peiXMit interes* to the income stream over the 40 year "wk- 
life. 



ERIC 



321 



309 



Comiistency dictated that tlie standard set of demograirfuc, eco- 
nomic and policy asmimptions be used in the replacement rate 
model Thew asL^umpticms are detailed elsewhere. 

Tii^ CBS assuoiptiims limit the replacement rate model in cer- 
tain ways. For example, the uarfulness <^ net replacement rates 
calculated in the far future (i.e., 2030) are severely limited. The 
combination of wage and price growth assumptions omibined with 
the decision to iKihere to current l^islative policy (in this case, tax 
policy) put most individuals into the high maxiginal tax br^kets in 
the future. Hie effect is to minimise the distributional d^rences 
between gross and net replacement rates, tli^reby making the net 
rates redundant 

Finally, tl^ analytic design constrained the <teveloiHnent of the 
replacement rate model Aji early decision was that the study 
would not assess Uie adequacy of retiren^nt system benefits. In- 
stead the measure of benefits, replac^nent rates, is used to com** 
pare the gen roedfy and distribution of pension benefits among al- 
ternative retirement systems* Hierefore, dedsions such as ''should 
work related menae» be (teducted from prere(ireni^nt income'' or 
''should tl^ differences in outof-pocket iKHiflAng costs between re^ 
tired and nonretired persons be conridered'' were not part of the 
replacement rate deve]<^ment process. 

C. nKVmX>PKDCNT OF THK RKI^CKMKNT RATE MOIHES—THB 
MSASUREMSNT OF PKERXTTRSMSNT INCOifK 

Two nugor types of replacement rates are used in this report (1) 
gross replacement rate^ and (2) net repliK?ement rates. Gross re- 
placement rates compare tlw gross income before retirement to the 
gross income after retirement Thus taxes and otin&r expenses are 
not dedf'^'ted before the replacement rate is calculated. With net 
replacei;)t It ratasi an attemi^ is made to m^imtre tih« pretax salary 
of record and the pretax retirraient benefit repliN;^ment rates 
measure aftertax, 'take inmie" income. Evcm thmigh th^ repre- 
sent a more complete measure, net replacement rates require more 
data to perform calculations* 

This study of salary tren^ among Federal employees used reli- 
able data from the Office of Management and Budg^ (OBfB) re- 
garding Federal workers' salaries, pnnnoticms and retirements. The 
study had to make certain asromptions about Federal workers' tax 
deducticms in order to generate net renls^ement rotes. 

In the latter part of this analysis, the studv considers a group of 
workers who b^gin tl^ir casaeera idte^r social security coverage of 
Federal workers was enacted^ and who remA% retirement in ihe 
next century* To estimate replacement rata» into the next century 
(le., 2030), productions were m^ie assuming an average wage 
growth of 5*5 percent annually and price asstmiptiona, used to 
pro^^ the tax br^kets, of 4.0 percent annually. This results in the 
vast m^uority of the workforce being placed in the highest tax 
brackets after a number of years^ The indexing of tax brackets to 
prices is reflected in current laws. Action would have to be taken 
to maintain the relative parity bettn^n r^ wage growth and 
taxes in the future. 
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While it is beyond the scope of this analysis to project Jegislat^ 
changes over the nert 30 to 50 yem it would 1^ 
present net replacwnent rates based on assumptiows that placed 
the vast majority of workers m the highest tax ^^et. Givwi 
these constraints; analysis in the later time period, 2080, uses only 
gross repl€K»ment rates. 

D. DIFFKRKNT TYPK8 OF EmACEMKNT BATKS TOR OfFWmNJ TYPBS Or 

ANALYSES 

hi Chapters 2 and 3, comparisons were made b^ween the cui^ 
r«nt Federal civil service, the private sector and State ami lo»l 
government retirement plans. Replacement rates were iwed to 
terminc the difference between a private, State or lo<»l retirem^t 
olan for a current Federal worker. For this analysis, the model 
iised information that closely represented what a current worker 
retiring in the year 1985 would cxperfence. Mfr^^t 

In Chavtem 4 and 5, comparisons were directed toward differrat 
types of retirement plans under which new Federal workers roiriit 
nndtheniselves. The year chosen for these new workers to retire 
was 2030. This year allowed for fuU careers to be completed under 
the new system; Le., with Federal workers under social secunty. It 
also allowed chanaes in the sociig security normal ^^^w^T^^ag 
tobc in effect fully. The Sodal Secunty Amendments of 1^ set 
down provisions for the retireioBnt age for unreduced benefits to 
rise slowly in the early part of the next century ^^f^^^^il:. 
By 2030, Uiis transition will be complete and the ««?£enient Me for 
receiving social security without any reductions will be^ ^. 

OtheTthan the social security retirementage, mterest rate aa- 
suSSLns varied between, the 1^ and 2^ r^^^^ 
models. For someone retiring ijo the year 1986, l»«rte«r*wl mto^ 
rates are available for the past 80 or 40 T^JormgmeMm^ 
in the year 2030, the higher than average mterest rates gpical of 
Se lUlO to 1^ yeaiTwould probaby not Wly^,^. ^Jj** 
available for these workens is the social secunty U-B long range 
assumption of 6.1 percent. 

B. OVKBVIKW or THB BKPLACEMKNT EATE MOXHEL 

The replacement rate model takes inforroaUon on ^ indiiddual 
worker aSad calculates estimated salaries pnor to retoeinent and 
benefits afterwanis, and compares two e^tSf^^Si^'SSSS"! 
a replacement rate. Put in sunplest terms, the model pro^ a 
preretirement income, a poatretireroent mcoroe, divides the second 
by the first and multiplies by 100. 

To project the information necessary for the calculation, several 
prcliiidn^ steps must be token. Pirrt, it is oecewanr to biuld a 
SLiy history fSr the hypothetical worker ^,f^■2H^Z^ 
SroW piloee of information are <V«,**!L^^ ^ 

promotions the worker is Ukehr to experience and (2) tiie P«tteni 

SS^iving a(Uurtments O'-.^^^'^^^^^SSS^* " 

aodated witii promotions tiie worker is hkelv to e?pen^. 

To use an example fipom the Federal civil servioe, t^™;,^ 
ponen^revSiIs hoJ likely a C3&-9, Step 1 is to be iwomotod to Ga-9, 
Sep2orOS-ll in any particular year and exanunes tii© pay per- 
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centage increase that representa. The second component i^ows how 
much more the Federal civil service is paying a Step 1 

worker from one particular yrar to the next Given these two com- 
ponents, the rate of salary growth can be traced from one year to 
the next throughout a worker's career. 

The data used to construct these two components came from a 
variety of sources. Information for the first component, patterns of 
promotion, was provided by Uie Office of Personnel Management 
(0PM). Average annual percentage increases were provided by 
OPM based on an employee's age. In using the 0PM estimate^ it 
becan^ clear that the OPM figures generated aven^ final salaries 
well beyond the actual average final salaries found in the Federal 
work force. The OPM esTtimates generated average final salaries of 
about $38,000 for 1985. Actual average final salaries have been in 
the $28,000 to $30,000 range in the last few years. New estimates 
were generated by Hay-Huggins and Associates that were b^ed 
upon the number of ymm an employee had with the government, 
rather than the emplc^ee's age. These estimates brought average 
final salaries h^k to the $28,000-$30,000 range. 

The second component, average wa^ growth, came from actual 
historical data and the social security U-B long range assumptions. 
Actual data on wage growth in the Federal worku>n^ was avail* 
able to estimate 1985 replacement ratm. Social security II-B long 
range ai^umptions were selected for the 20^ replacement rates. 
These assumptions conform to those used in the CRS cost model 
analysis. 

Steps also can be taken to determine an individual's tax status. 
Net replacement rates can be calculated if a remonable estimate 
can be made of tax liabilities pre- and post-retirement Using tax 
rates and tax tables from the Internal Revenue Service (IRS), the 
model estimates the tax bracket and thus tax liability of the 
worker by vmittg the salai^ history. It takes into consideration 
whether the worxer is married or single. 

Certain assumptions were made about what percentage of the 
taxpayer's salary would be itemize on the individual tax return 
because little comprehensive or reliable data on itemization is 
available. The Joint Economic Committee estimate itemization 
rates at roughly 20 percent of adjusted gross income. Although a 
rough measure, it was a>nsidered the best available. 

In building h Iwpothetical net income, other expenses can be rea- 
sonably estimated. Current Federal workers contribute 7 percent to 
the pension plan; new Federal workers and other workers pay 
social security taxes. Medicare taxes are paid by all workers. Esti* 
mates of the average amount of State and local taxes are based on 
Federal tax liability; i.e., 19.2 percent. In acklition, many pension 
plans have employee savings plans such as thrift plans or 401(k) 
plans. Using the specifics of an individual plan, estimates of the 
amount of contribution or income deferred is calculated by the 
model. 

Although information is available about itemization rates, aver- 
age State and local taxes, and a number of other pieces of informa- 
tion necessary to calculate net income, estimating net income still 
is a more tenuous process than estimating gross income. 



ERLC 




312 

The model mtioeecb along parallel lines whan egti ro a t i ng retir^ 
ment income. Tax Uabilitins mual be calculated taku« into aopount 
the advantages the IRS code offers the elderly. Additoonal deduc- 
tions and tax credits are added to the calculation at the approjin- 
ate ages. Tax bradteta are indexed and new taxes social aecurttjr 
ben^ts included. Cost-of-living acUustnients are calculated to mdi- 
cate how weU the benefit keeps up with inflation. ^ ^ . 

The leeults to this point provide an estunated net and gross 
galaxy and a net and gross penson benefit at diflerent pomts in 
time after retirement Still, other fonns of income after retirem^t 
can be estimated Social security beneflts are availabto at age_^ 
The worker's salary history has been ormected throughout a work 
career with the current employer. If addit^mal mimptions are 
made regaiding a work history jwior to woirkirg for the current 
emidoyer and poadble employment after leaving the current em- 
ployer, the social security bei^t can be calculated With informa- 
tkm on an employee's fufl work record, a social security ben^t can 
be estimated uong the SSA's benefit ftmnula. 

Also, it was noted during the discussion of salary dediKstimis that 
many emptoyera proviite savii^ plans, sach as thnft plans or 
401(k) plans. The hypothesised deductions for these jHans alrea^ 
have been taken out pf the preretirement income estimates, so the 
benefit should be amd to the poetretirem«it income. Using infw^ 
mation about the amount of contribution to such a plan, any addi- 
tional employer contribution and prevailing interest rates, the 
model calculates the dollar amount that would be avai^le to the 
worker at retirement With additional information and aa»unot]^ 
tions about interest rates after retirement and the awragp lei^ 
of time a worker lives after rjjtirement an annmty is ^cuJated 
An annuity calculation determines an annual bewfit baaed 
upon: (1) the sire of the lump sum dollar amount; (2) the amount of 
interest the lump sum will continue to earn; and (3) the number of 
yeare for which the employee wishes to pay the benefit The nation 
underlying an annuity is that the lump sum should provide a bene- 
fit that w5l last the rest of the retiree's life. At Uie sanae Ume. the 
retiree doee not wish to live only on the interest and thiw gain 
little from savings accrued during his or her hfetime; thereby leav- 
ing the entire lump sum to the next generation. R^ularpayroento 
represent a combination of both interest and prinapal. The combi- 
nation of interest and principal are designed ro such a way that 
after a number of yeaijB, the principal or lum sum will be exhaus^ 

***Theee calculations are flexible and take into accmmt different 
options an vimployee might desire. The benefit can be designed so it 
will grow by a certain pe;icentage each year. This aUows the em- 
ployee to construct his or her own cost-of-living inpeaMS during re- 
tirement. The employee can design a short4erm benefit for ©ply « 
few years. An employee may wish to retire before being ekgible for 
social security; an employee could retire at age 55 and use the sav- 
ings plan to construct a benefit that would be paid out over the 7 

years until age 62. . , , <> j 

To summarize, the model can estimate income tevels befwie and 
after retirement from various sources and at different p^to m 
time. The model produces thew estimates both in terms of gross 
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and net mi^Actnnent rates and breaks them out into their coanpo- 
nent parts; e^., pensioa, sodal security, savinffs plan. It estimates 
replacraoent rates for married and sin^ employees, taking into ac^ 
count difibrences in tax tinatments and benefit levels. It does this 
under a laige number of diflferent dmunstances and for a wide va- 
riety samfide workers. 

r. SIMIlWiRJTIKS/lHFPKBBIiCSB BBTWKBN THS COST MKN>KL AND THE 
KBFLACSMBMT BATS MOOSL 

The cost model discussed above and the replaoemeut rate model 
being discussed h^ have a number of similarities, but provkie a 
different analytic perspective when applied to the same plan. 

The cost model estimates the large sjBtem-wide effects of a re- 
tirement plan. The normal cost reflects the best estimate of what a 
retirement plan will cost taking into account the aaphyees under 

the plan from the day th^ start work throu^ the day they retire 
and until " • • • — . . . - 

In com 

of the 

with a 

until ti 

the 

apply 



deaths. The analysis to dime at 
the replacement rate model estimates the dynanucs 
t plan on a sixqdo individual. It fdknrs one worker 
»rsr nrom the day he or she begins work 



ei 

retiremeibt 

though I 

The 
and rei 
tion 
sumi 
In 



ref 

c^^fltemn^ide at 
Ugh atj age 55, 
v^ual who 
and analyzes 
eami 



work histoid ^ 
o£ death. The analysis to done on a mtoro level 

study the same subject— retirement i^Ums— yet 
focuses and vi^ diiforent types of measures of the 
under analysis. Both eqpfiy the same retirement 
modteto avp\y the mas§ ana o£ assumptions, al- 
differently iajc&ptim circumstances, 
endomptions also the same b^;wera the cost 
meti^ rate m^dLllsterest rate, salary growth and infla- 
ptioito are kkmtincal. Demogn^phK and behaviorial as- 
are the same; Jtowwrer, they are used in diffierent ways, 
model, assumiiti(»!» are used em probabilittos; e.g., the 
ty of worker;4«tiring, quitting, or becoming disaibkd. Hie 



uses the wswimptkmB to choose the partictt- 
it will model biMed on these asmunptkma. 
a net drop in the nunriber of active workm 
r^flectii^ the fact that retimnent rates are 
replacement rote model simply chooses an indi- 
the service requirraientii for retirement at age 55 
generosity of the retirement {dan, relative to final 

pti(/ns are handled differently between the cost and re- 
t rAte modela whm dealing with savings plans; e.g., 401(k) 
e /cost model, as discussed previously, omsicters possible 
ijEes for both the emjAoiter and onpkyee, ^nakes an esti- 
mate of 4;^retem wkie participation and calculates the estimated 
syiBtom-wjkfe normal cost. An eiample wmild be a iHan that citen a 
50 percejl^t employer match for each dollar an employee saves and 
permits; da employee to 'save up to 6 percent of his/her grose 
salary. If 100 percent of the employees participated fully, the cost 
would be a percent ofpay— 6 percent fiwn emplc^yees and 3 percent 
from the Employer. Of course, not aU emidoyees will participate 
and eitren those who do will not necesMrily participate up to the 
full 6/percei|it 




placeme; 
plans, 
savings 
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To obtain participation rate*, actuarial estimates were made for 
each of the different combinations of matching formulas by Hay- 
Huggins and Associates, Given the above example with up to a 
maximum savings rate of 6percent, the Hay-Huggins estimate was 
65 pereent partuHpation. That estimate incorporates both compo- 
nents of participation; whether or not an employ participates, 
and if so, to what degree. The 55 percent participation estunate 
does not mean that only 55 percent will participate. Instead, It 
means that although a higher percentap of employees may be par- 
ticipating, not aU wiU be participating ftUly, j j i 
By contrast, the replacement rate model deals with individual 
woAers rather than the entire group of workers. TVpical hypothet- 
ical workers are used to represent the type of workers most likely 
to be found in the workforce. In this situation, any one of these 
typical workers could participate fully, not participate at all, or 
participate at some level in brtween. 

Given this continuum of possible participation rates, repalceroent 
rates^are presented showing Uie two extremes— isero participation 
and full participation. This sets the boundaries of what an empo- 
lyee could do with a savings plan should he or she decide to partid- 
pate. When examining the graphs and tablra presented m tins 
study, it b necessary to recognize thdi while the replacement rate 
data sets two poles or extremes of what a savings plan can do for a 
particular hypothetical individual* it does not make any assumi)- 
tions whether that individual or type of individual would partici- 
pate or to what degree. .... . J. 

i In those parts of Uiis report m which net replacement rates are 
/ presented, the reader also should be aware of the interactions be- 
/ tween different components of retirment income. Usually, retire- 
ment income has been presented in three components: Pension 
income, social security income and savings plan (401(k)) income. In 
the gross replacement rates, each component stands on its own. 
Whether or not an employee participates in a savings plan has no 
effect on the other two replacement rates. However, this relation- 
ship does not hold for net replacement rates. When examining a 
table showing replacement rates for an employee who fully partici- 
pates in a savings plan, the net replacement rate at aero participa- 
tion can not simply be subtracted because the aftertax pension and 
aocial security benefit* would change in the numerator and tiie af- 
tertax preretirement salary in the denominator, also would change. 
If the employee had not participated in a saving plan, his or her 
total adjusted gross income after retirement would be smaller by 
the amount of the benefit from the savings plan. Given a lower 
total income, the indiyjdual's tax bracket would almost surely be 

With the individual being in a lower tax bracket the amount of 
tax being paid on h«s or her pension and social security benefits 
drops, resulting in a higher numerator in the net replacement 
rates for these benefits. Of course, the increase in the replacement 
rate may not be as large as might be expected. While retirement 
income on the other two benefits increases due to an enhanced tax 
situation, the total preretirement income (denominator) of the 
worker will increase as well, because his/her income will not have 
the savings plan contribution deducted from salary. 
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WhUe the replacement rate and cost models have many common 
elements andexamine the same set of retirement plans, they seek 
. to answer different questions. The two can be used in conjunction 
to study and design retirement plans with certain characteristics, 
inthis study, the m^r concern has been to maintain comparable 
9ystcm-wide cost. This has been done by using the cost model to es- 
Umate the normal cost of a paricular set of benefits. Once an ini- 
tial norma] cost estimate was made, the accrual rate of the benefit 
formula was adjusted either up or down unUl the model estimated 
, a normal cost as close to the comparable cost figure as possible, 
mis technique allowed for the comparision of a variety of benefit 
packages while controlling for cost. 

The accrual rates resulting from the cost model were then used 
m the repalcement rate model to allow analysis of the relative gen- 
erosity of the p an on particular types of individuab. This process 
also can be applied in reverse. In designing a retirement plan, the 
Bevels of desired poetretirement income can be specified first The 
replacement rate model can determine the accrual rate needed to 
provide a particular replacement rate. The accrual rate can be 
used m the cost model to provide an estimate of the cost of pro- 
viding a desired poetretirement income level. 
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The tables in Section I show replacement rates for the represent- 
ative private sectcH' and State floveroment penaidn flgnstems identi- 
fied in ChaptM* 2 and discusBed in Chapter 3. Both rowwu tative 
private sector plans integrate th«ir benefit formulas with social se- 
curitv; the two State pham cranpute benefita independently of 
social security. Because nu^jor private sector oompanies usually 
offer a capital accumtilatioa plan in addition to the bifiaic defined 
benefit pension plan, replacemmt rates in th» appradix include 
the dfects of a cmeHtal aecumnlation |dan as if it had bean dfered 
and emi^oyeee bad participated fillip duruig their woriung yeare. 

Table D-1 dbKrms lae dhange in net replacement rates over time 
for single workers retiring in 1986 undkrr the representative plans 
at age 55 with 30 years service (tal^ D-2 shows the snune informa- 
ti<m for married worken). This may be compared to what wwkera 
with similar salaries and work hurtorkis wmild receive under the 
current CSRS. These two tables illustrate the diange in replace- 
ment rates occvring over time for workers choosing early retire- 
ment Replw^ment rates are shown at tiie time of retirement, at 
age 58 when the cfmtributonr pensions would be fiilly taxable, at 
age 62 when retirees would first beonne eligible for social security 
benefits, and at age 80 whoa the retirement benefits wcmld have 
been subject to postretirement inflat&m. 

Tables D-3 through D-12 show just gross replacement rates at 
the time of retirenwnt for both sin^ and married workers retiring 
at age 55, 62, and 65 with diifforent amouEnts (tf service. 
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TABLE D-2--aiANaiNNeREH)«WIENTIWTES0VERT^ 

IN 1985 AT AGE 55 WfTH 30 YEARS StRVia 
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TABLE 0-3.-T0TAL GRO!$ REFLACEIKNT RATES OF SNGLE PERSONS RETHRMG M 1985 AT AGE 65 

WITH 10 YEARS OF SERVICE 
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TABLE IM.-TDTAL GROSS REPLACEMENT RATES OF MARRIEO PERSONS RETHtMG IN 1985 AT AGE 

65 WITH 10 YEARS OF SERVICE 
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TABLE D~5.-T0TAL GROSS REPLACEMENT RATES OF SINGLE PERSONS RERRII^ IN 1985 AT AK 62 

WITH 20 YEARS OF SERVICE 
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TABLED- 8. 



-TOTAL GROSS RtPLACtMENT RATIS OF MARRIED PERSONS RETIRfNG IN 1985 AT AGE 
55 WITH 30 YEARS Of SERVICE 
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SKcnoN II 

The tables in Section II show replacement rates for the backdrop 
and ?^odified backdrop plans discussed in Chapter 4, AU plans 
assume the same employer cost as the current system. The replace- 
ment rates are for an employee retiring in the yesar 2030 and are 
given as grom rather than net figures. 

Tables D-13 through D-16 give gross replacement rates for the 
basic mimodified backdrop plans. 

Tables D-17 thnmi^ D-21 show the replacement rates that re- 
sulted from specific isolated changes in the benefit features of the 
60 percent offset and the add-on backdrop plans, with any saving 
to the plan from such dianges offiset by a corrraqpionding increaise m 
the accrual rate. The chan^ made were: A thiee percent per y^ 
reduction in retirement benefits received before age 62, and a caf^- 
iiai accumulation plan; a 50 percent reduction in the postretire- 



Q 41-0S5 0 - 85 - 22 33 ' 

^ BEST COPY 



322 

ment <X)LA that matches each dollar contributed by each emr 
ployee with $0.50 in employer money. Replacement rates for raa- 
pl^ fully participating mid not waticipating ^\^^^.^^ 
Tables I>-22thnHigh D-26 show the replacement rates that re- 
sulted from specific combinations of changes m the benefits fear 
tures of the 50 percent and add-on backdrop plans. 
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31.8 


om 






198 


li7 


12.3 


91 


CA plan . - , 






60 


70 


84 


9.5 



ftsn9 Hteie rm sff tor wwo f«f»^i« m tlw iKsr ?030 C96lp«ri6ie current CSJIS rifes w 10 j«afs sewce. 15%, n rw^ 34% 30 
l«prs ^ «a v«ir> rm ^ ^ ^ ^ mnitm 



TABLE D 25 - GROSS REPIACEMENT RATES, BAOIDROP PIAN: 50 PERCtNT OFFSET WITH A 
SUPPLEMENT, UNINDEXED CAPITAL ACCUMULATK3N PLAN (C.A.), ACCRUAL RATE- 1.35 

{im^ uir 1 (tive Deen n^sstetf ts 1984 
$15,000 WOOO $45,000 $$5,000 

Refffenwt at 
% 55/ 30 years * 



fatal rate 


628 


614 


604 


595 




(435) 


(421) 


(41.1) 


(402) 


Ppm^ 


235 


269 


29.3 


3) 8 


Pre- 62 swiement . 


200 


152 


118 


84 


CA s^n 


193 


19.3 


193 


19.3 


Tot^ at age 62 ' 


580 


5/3 


56.3 


555 


{Wfitttout CA pian) . 


. , (43 3) 


(42 6) 


(416) 


(40.8) 


Penson 


235 


269 


29.3 


318 


OASDI 


19.8 


15 7 


123 


9.0 


CA pUfl 


14 7 


14 7 


147 


147 


To?3J at age 8C » . . . 


505 


498 


488 


480 


imtml CA piaft) ... 


(433) 


(426) 


(41.6) 


(40.8) 




23 5 


269 


293 


31.8 


OASDI 


198 


157 


123 


90 


CA piifl 


7.2 


72 


72 


72 



fKAe Ihesf 3tt !« wfsow r^uvt^ a fke fm 2030 Comps^alMe OffTBrf CSRS grt 10 serwoe. 15%, 20 rw. 34%, ^ 
!(te4>s 5?%. itKi 40 ^rs /?S To<3l msjf opt add Aie tp nx^KM^ 



TABLf -GROSS REPLACEMENT RATES, BACKDROP PUN: 50 PERCENT OFF^ WITH A LOW- 
UNINDEXED CAPITAL ACCMULATION PWN (C.AJ, 3 PERCENT EARLY RETIREMENT REDUCTION, 
ACCRUAL RATE 1.60 



Ref^remefif .,ie 55)/30 
CA 

lotiri Jt *ge 62 « 
(WrItiQuf CA pUfl) 
l¥(tyon 

OAStt 

CA. ptm 



{fsi36 ubfffs ytfi i^^^M U 1984 

" ) 



$15,000 $SJ.O0O ^fSm $65,000 



434 


46.1 


480 


500 


(241) 


(268) 


(28 7) 


(306) 


241 


26i 


28 7 


306 


193 


19.3 


193 


19.3 


58.6 


571 


51 7 


S4 


(439) 


(424) 


(41t; 


(397) 


24.] 


26.8 


287 


m 


198 


15 7 


12.3 


90 


14.7 


14.7 


14.7 


147 



^£ST COPY 



343 



332 



TAMf 0-26 -GROSS RfPlACEIHWT RATES, BACWMWP PIAN: 50 PERCENT OFFSET WITH A WW- 
CAPITAL ACOWIATKW PIAN (CA), 3 PERCENT EARLY RETIREMENT REDUCTION, 
ACCRUAL RATE= L60-Contmued 



$1$.000 I3Q.000 $4X880 f66.(»0 



Pbwswi 

C/ p*». 
m^mll Jl age 62/20 ye« 

T(3d( rale 

(KMtKwtCA plan) 

f^Buswn 

OASW 

CA pian 

TootataseW* 



(WW 

C A p*« 
{letKanent at age 62/30 ^ » 
Tort rate 

(H^0»O8tCAfAw) 

Pensaw 

(VW 

CA pian 

ToJ^ at age 80 » 

{WrttKSJt CA pian) 

?9am 

OASW 

CAptofl 
MamsiA at a«0 6//30 feafs. ' 
Totaf . 

(W^}io**{CA pian) . ... 
OASOl 

CA ptan 

It SO ' 

(Wrtlwt CA pfaw) . . 

OASOI 

CA plaff 
mm&i M age 67/40 years ' 
ToUi rale 

(Wftlw^ C A (^) 

f^msim 

om 

CA pian 

ToJal « ^ 80 « 

(IWtfwiitCA piM) 

QASW 

CA plan 



sn 


49 7 


483 


46.9 




(42 b) 


(41 1) 


(397) 


24 I 


26.8 


287 


^6 




15 7 


123 


9.0 


7 7 


7 2 


7.2 


72 


49 5 


486 


480 


473 


(341) 






(31 91 


91 A 




24.8 


26 I 


fl 1 

12 4 


Q 0 


7 fi 

f .0 


58 


li4 


ID * 




IS & 


417 


408 


40.2 


395 






(326) 


(31,9) 


7( ft 


233 


248 


261 


It ^ 




78 


58 


7 A 

f D 


7 6 


76 


7 6 


73 3 


721 


708 


65! 


(SI b) 


(50i) 






32.1 




17 n 


19 1 


194 


lyj 


17 1 


0.9 


21.8 


0 




21 8 


62,3 


610 


59 8 


588 






(49 n 

\«»7.i ; 


(481) 




34 8 


37 0 


391 




IS S 

i J.J 


12 1 


8.9 


m 7 


in 7 


10 7 


10 7 


^5 4 


82.2 


793 


76 7 


iOi I) 


{^f i) 


\ jj.u; 


(52 41 


32 U 




JV *> 


368 


290 


/3 ^ 


Itt 1 


136 


24 3 


71 1 

i 


7i 1 


24 3 


75/ 


72.5 


69 6 


67.0 


(61 


(5/9) 


(55.0) 


(524) 


32 0 


345 


36.3 


388 


290 


23.4 


18 2 


136 


146 


14 6 


146 


146 


112 7 


108 7 


105.5 


1025 


(78.7) 


(74.7) 


(715) 


(685) 


42 2 


462 


49 4 


525 


365 


284 


22.0 


160 


34,0 


340 


340 


340 


991 


951 


919 


889 


(787) 


(74 7) 


(71 5) 


(685) 


42,2 


46.2 


49.4 


52.4 


36,5 


284 


22 0 


160 


20 4 


204 


204 


204 



c 



3U 



BEbi. ^v- 
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Section III 

The tables in Section III show replacement rates for the five il- 
lustrative plans discussed in Chapter 5. 

TABLE D-27 -GROSS REPtACEMENT RATES, ILLUSTRATIVE PLAN 1-100 PERCENT OfFSf^ PUN, 
[NO EMPLOYEE CONTRlBUTfON], ACCRUAL RATE - 180 

Uff.m mm $45,000 S65.000 



Age reafs 



Ta(ii rate 


4I,& 


43 8 


45.3 


46./ 




. . 218 


286 


335 


384 


Pre 62 Si4)ptement 


20.0 


15 2 


118 


8.4 


ToW at age 62 


,416 


442 


458 


474 


Pipnsjon 


21.8 


28.6 


334 


384 


OASOI 


198 


15.7 


123 


90 


A«e 62/20 










TcJt3l rate 


296 


30.5 


313 


32.0 


PipfTSwn 


172 


20.5 


23 5 


26.2 


OAsa 


124 


99 


78 


5.8 


Afe 62/30 reafS 










Total rate 


44.4 


459 


46.9 


479 


Pefts«n .. . 


250 


304 


349 


390 


OASW 


194 


15 5 


121 


89 


Age 67/30 yem 










Total rate 


640 


533 


526 


520 




249 


298 


344 


384 


0A30« 


290 


23.4 


18.2 


13.6 


Age 67/40 ^ 










Totai f3t€ 


680 


680 


680 


68.0 


Ptnsjw 


315 


39.6 


459 


52.0 


OASDi 


36 5 


284 


22 0 


160 



ym. 5^, snd 40 jfeaf^. 77% Tot^ rites myy Ktd t0 



TABLE D- 28 -GROSS REPWCEMENT RATES,, ILLUSTRATIVE PUN (1-50 PERaNT OFFSET [NO 
EMPLOYEE CONTR!BUTK)N), ACCRUAL RATE - 1.40 



$15000 $»,0a0 $45.0W $65,000 



Rstif ement at 
Age 55/30 years 



Tota^ at fettfement 


449 


43 5^_ 


42 5 


41.6 


ftenswn 


24,9 


28.3 


30.7 


33? 




20.0 


15.2 


118 


84 


Tota^ at afe 62 


447 


43.9 


431 


42.2 


Pension 


249 


283 


307 


332 


OASft 


198 


157 


12.3 


90 



^ BEST COPY 



384 



TABU D-28 -GROSS RtPtAttHKNT RATES. HmSTRATIVE PIAN 11-50 PERCENT OFFSET [NO 
EMPLOYEE CONTRIBUnONl ACCRUAL RATE - l4(MMmwd 



%i\m $311090 $4&,oQo ti&jm 



Afe 62/70 yevs 

(Msn 

A«e 62/30 
Total rate 



67/30 »«w 
ToCH 

OAS)! 
Ap; 67/40 fm 



30<_ 


29.5 


_2I.9 


_m 


17S 
12.4 


196 
99 


211 
7.8 


224 
5J 


45.9^ 


44.7 


43.5 


424 


26.5 
194 


29.2 
155 


314 
12.1 


33-5 
89 




52.3 


494 


46.8 


26.4 
29.0 


289 

23.4 


312 
18.2 


332 
13.6 


711 


m 


63,9 


608 


34.6 
36.5 


387 

28.4 


41.8 

22.0 


449 

160 



'mfit tee «te* Mno«$ r«t»ff« es tte ^ 2030 Cxnm^ CS8S rrtes « 10 fWJ f&^. 15%. 20 iW, 3«k 30 
yean. W%. la^ 40 TcW r Jl» «Hf A« te n>w6^ 

TABLE D 29 -GROSS REPIACEMENT RATES, ILLUSTRATIVE PLAN 111-50 PERCENT OFFSET PIAN 
WITH A LOW CAPITAL ACCUMULATION (C.A.) PIAN (NO EMKOYEE CONTRtBUTtON], ACCRUAL 
RATE - liO 



SilOgO moOQ $46,000 $66,906 



55/30 

Toiai fi*e ^ 

(Wfttwut C.A. pi«i) .. 

Pr^62 suppteinent. 
CA 9^ 

Total 31 ^ 62 » 

Reason . 
Pre-62 sopptemeiH 
CA. pian 
Age 62/20 ^ 

Pi^2 suppteniefrt 

CA plan. 
Age 62/30 jieafs 
To(jl rite ' 
(«iritt«xitCA pUfl) 



544 


531 


521 


511 


(4? I) 


(40.7) 


(39.7) 


(38 8) 


220 


25.4 


27.9 


^.4 


20.0 


152 


118 


8.4 


12.4 


124 


124 


124 


54.3 


535 


52.7 


518 


(419) 


(412) 


(40.3) 


(394) 


220 


254 


27 9 


304 


198 


15.7 


12 4 


90 


12 4 


12.4 


124 


124 


391 


382 


37 6 


36.9 


(28.5) 


(276) 


{?70) 


(26.3) 


16.0 


17.7 


19.2 


206 


12 5 


99 


78 


58 


106 


106 


106 


106 


581 


568 


566 


545 


(43 2) 


(419) 


(417) 


(396) 


23.6 


26.4 


286 


30.7 


195 


15 5 


121 


89 


149 


14.9 


149 


149 




335 



TABLE D-29.-GR0SS REPIACEMENT RATES, HUISTRATIVE PtAN lfl-50 PtWBT OFFSET PUW 
WITH A tow CAPITAL AOOHMUIATION (CA) PLAN [NO EMPLOYEE CONTRfflUTION}, ACCRUAL 
RATE 1.30-Continued 



KiM $3M0B KSJW »,000 

% 67/30 leUT 

T(«ilf«B' 70.? 67.0 (4.J 61.4 

(MfitteHt CA piM) (52.7) (49.6) (4i6) (44.0) 

23.6 26.1 214 30.4 

WStt 29.1 215 113 111 

CAptai I7.S 17.5 17.5 17,5 

% 67/^ ymt 

Tfl«n«e' 916 87,8 84.6 81.5 

(*Owrf CA p(*i) (67.4) (63.4) (60.1) (57.0) 

PSmwi 30,8 34.8 38.1 41.1 

WStt 36.6 28.5 22.0 15.9 

CAptjR 24.S 24,5 24.5 24.5 

• Matt MM At nMM fttfK^8t$ fi% irt A« qtp^ iixPfivlltMi plw. 

)MMii, Mt*. m w ywT raw f$m nn MB aiv (d MMom. 

TABLE 1)^30. ^GROSS REPIACEMNT RATES, lUUSTRATIVE PIAN fV-5{MlRCENT OFFSET PlAW 
WITH AN EARLY RfTfREMENT REDUCTfON, WGH CAPITAL ACCUMUWTWN (CA) PLAN [MO 
EMPLOYEE CONTRtBUTfON], ACCRUAL RATE- 163 



(toremerrt at aire 55/30 fms 

T(rta« fite 

iWmn CA ptef) 

Penston 

CA pbn 



at ^ 62 



OA^ 

CA ^ 

Toul af age ^ » 

(W)tHwl CA plan).. 

Pensw . 

OASW 

CA pi^ 
fle^nef?feTft at 62/20 )«ars 
ToW rate 

(Wrfftt^ CA pian) . 

F¥as^ . . . 

om 

C A piaR 

Total at a£te ^ * 

(Wfitfjout CA plart). 

QASOl 

CA pMn 

fetinBment at a^ 62/^ )«ars 
Total fate 



SI 




ftw)**^ 


1 (9 1984 


$15,000 


wm 


1419V 


165,000 


41.2 


439 


456 


478 


(247) 


(27.4) 


(294) 


(313/ 


. 247 


27.4 


294 


313 


16.5 


16.5 


16.5 


165 


. 579 


66.1 


W.$ 


52.9 


- (41.4) 


(39i) 


(38.0) 


(36.4) 


216 


239 


m 


273 


m 


157 


123 


90 


165 


I6i 




115 


515 


49.0 


469 


44i 


. (35.0) 


(32 6) 


(30.4) 


(78J) 


15.2 


16.9 


18.1 


192 


191 


15.7 


12.3 


10 


16.5 


165 


165 


16.5 


4B7 


479 


47.2 


465 


. (34 6) 


m) 


(31.2) 


(32.5) 


22.2 


23.9 


25.4 


267 


12.4 


9.9 


7.8 


i8 


14.1 


141 


141 


14J 


42.2 


40.8 


398 


3817 




(26.S) 


(25.7) 


(24.6) 


156 


168 




18J 


12.4 


99 


7.8 


5J 


141 


141 


141 


141 


12:1 


710 


69.8 


68.7 


m) 


(51.1) 


m) 


(488) 


329 


3il 


37.8 


39.9 


194 


15.5 


121 


8.9 


19.9 


199 


IfJ 


19J 



^BEST COPY 



336 



TABU IX-30-«W8S REPlACttWff RATES, ILUSTRATWE PIAN IV-5(WmOIT (Xm PIAH 

^M ^mmmKi mxm, m cm^ accuhuiatwn (ca) pian [no 
mism cmmmi accrual rate- i.63-continwd 



(M almt taw i#aM k 19«4 



T0» s( a9» 80 * 

CA|to« 

Re^remit H a«e 67/30 ) 

CA p(S9 



Tool at SO' 

imwACAfitm). 



CAplw. 



Tout me' 



PSASKM 

Of^X 

CA pun 

(WSm CA piaR)., 



(MSOi 

CA ptm.. 





$30,0M 


145,000 




125 








(427) 


/in c\ 

(40.5) 


(79 fit 




23.2 




26.7 


28.2 


lf.4 


lis 


12,1 




199 


19.9 


19.9 


199 


a5.2 




79.1 






(M.8) 


(558) 


(53.2) 




35.3 


37.6 


39.6 


29.0 


234 


187 


11 £ 
iJ.O 


23,3 


73,3 










70 7 


67.7 


(Mo) 






f4i41 




27.4 


292 


308 


29.0 


234 


lo.Z 


IJ'O 


73,3 


23i 


23.3 


233 


112.4 


iOS4 


105.2 


102i 


(79.8) 


(758) 


(72.6) 


(69.5) 


413 


47.4 


50.5 


53.6 


36.5 


m 


22.0 


16.0 


32,6 


326 


32.6 


326 


102.8 


97.8 


93.9 


90.2 


(702) 


(65.2) 


(613) 


(576) 


33.6 


36.8 


393 


41.6 


36.5 


28.4 


22.0 


16.0 


32.6 


^.6 


^6 


32,6 











TABLE MI -GROSS fttPWCEMENT RATES. rUUSTRATWE PIAM ADIMW «^^1«TH A ^ 
REOUCnOM. 50 PERCEfIT OM. HKJH CAHTAl ACCUMUlATfON (CA) PUW [MO 
EMPtOYEE CONTWBUTKW], nXRUAL RATE- 1.26 



tftom kiw Jd|MM to 1984 
SllOOO Pl.000 145460 165,000 



gettrenefrt Jt ise 55/30 yoars;. 



ToUi rsiB 

(imMCApts)) 
tam 

CA 



(IKtadCA Ota) 

f^B«WI 

CApfa« 



44i 


44,3 


44.3 


44.3 


(27.8) 


(27.8) 


(27.8) 


(27J) 


27J 


27.8 


27.8 


27.8 


16.5 


J6 5 


165 




60.6 


56.5 


53.2 


49.9 


(44.1) 




(36.6) 


(33.4) 


24.3 


24.3 


24.3 


24.3 


19i 


15.7 


12.3 


9.0 


165 


165 


16.5 


16 5 



o 

ERIC 



BEST COPT 

348 



337 



TABU D 31. GROSS REPtACERKNT RATES. tUUSTRATM PLAN V-AIXMM PIAN WITH A EARIY 
RETIREMENT mjCm, 50 PERCENT COLO, HtGH CAPITAL ACCUMULATION (CA) PLAN [NO 
EmOYEE CONTRfBUTION}, ACCRUAL RATE- 1.2S-Cortimied 



om 

CA ptw 

^s^mm 8t age 62/20 yw$ 

JM r3lB 

[WmtA CA plan) 

Pbasm 

CA iitafi 



0^ ^ ^ > 

CA pl») 



JM^^SO' 

(imoutCA ptiti) 

F^KI34)0 

om 

CA pisp 

»Mifewe«t i! m 62/30 
Toy rate 

(IIN1tl98t CA pitff!) 

ftoiOfl 

CA fitin 

Tout 50* 

(VlflttKK/tC4 p<3<!| 

F^wwn 

om 

CA ptei 

JdtMnk 

(Mf^lmit CA ptsa) 

PBfSlOfl 

om 

CA plan 

)MU3gs90* 

(wmA C.A pi^) 

fteisiw 

om 

CA plan . 
Raiment Si age 67/40 years: 

(tmootCA pte?). . 



CA piao^ 



Mfrt^ CA pta^). 

Rwsion 

CrtSW 







cm Jilmtcf 

ITS) 


te mm 
If iiw 






$4»,im 





S34 


49.3 


460 


427 


(36.9) 


(32.8) 


(29.5) 


(26i) 


171 


171 


171 


171 


I9J 


15.7 


123 


90 


165 


165 


165 


16.5 


50,0 


475 


45.4 


433 


(35.9) 


(334) 


(313) 


(293) 


235 


23,5 


23.5 


23 5 


12.4 


9.9 


7$ 


58 


14.1 


M_l_ 


14 1 


141 


431 


406 


38.4 


364 


(29,0) 


(265) 


(24.4) 


(22 3) 


166 


166 


166 


166 


12.4 


99 


78 


&8 


141 


141 


141 


141 


746 


706 


67.2 


64.0 


(54.7) 


(507) 


(473) 


(44 2) 


352 


35.2 


35.2 


35.2 


194 


155 


121 


89 


19,9 


19.9 


19.9 


19.9 


642 


60.2 


568 


53.6 


(443) 


(40J) 


(36.9) 


(33.8) 


24.8 


248 


248 


24.8 


19,4 


155 


121 


89 


199 


199 


19.9 


199 


87 5 


819 


768 


721 


(643) 


(586) 


(535) 


(48 8) 


35i 


35.2 


35.2 


35i 


290 


234 


18l2 


136 


23J 


23.3 


233 


23.3 


79.7 


74 t 


689 


643 


(56.4) 


(50.8) 


(45.6) 


(41.0) 


278 


27.4 


27.4 


27.4 


29.0 


23.4 


182 


13.6 


23.3 


233 


23.3 


23.3 


116,7 


1086 


m 


96.1 


(84.1) 


(760) 


(696) 


(63.6) 


47.6 


47.6 


47i 


47.6 


365 


28.4 


220 


16.0 


32.6 


32.6 


32.6 


32.6 


106.1 


980 


916 


856 


(73.5) 


(65.4) 


(59.0) 


(52.9) 


37,0 


370 


370 


370 


365 


284 


22.0 


160 


326 


326 


32.6 


326 



fMt \hm ntes ire far jmrs tfibmg » ^ 20^ ONRpanttt mftsU C$15 mes 
ym% Mi <9 f$m. To^ rUM flutr upl 9dd 1i» mm% 



^ 41-055 0 - 85 - 23 3 d () 

^ BEST OOri 
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